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l. Introduction

American applauds much of the regulatory reform in the Department’s
NPRM. These reforms are being considered at a time when the airline industry
is confronting unprecedented financial challenges, new and more efficient
distribution channels are growing, and CRSs have become increasingly
aggressive in their efforts to prevent these developing channels from disciplining
excessive bookings fees. Airlines and their distribution systems are at a critical
juncture, making time for concluding this rulemaking of the essence. American
urges the Department to implement these needed regulatory reforms quickly.

As they have in the past, the CRSs can be expected to expend vast
resources trying to slow down the regulatory process and to protect their market
power. CRSs still exert market power against the traditional carriers, and that
market power has continuing adverse implications for airline competition. A
recent New York Times article reports that even in the airlines’ current financial

crisis, CRSs are doing “amazingly well.”

CRSs have offset falling booking
volumes with price increases. The article notes Sabre’s self-described strategy
of exploiting the “reservations business, a cash cow, for as long as [it] can.” As
recently as last month, at a time when airlines are fighting for survival, all of the
CRSs raised booking fees.

The undiminished ability of every CRS to price against the economic tide,

without losing airline participants, can only be explained by the fact that CRS

market power is still very much intact. In the short to medium term, most airlines

! Saul Hansell, Even as the Big Airlines Struggle, Computer Booking System Prospers,

N.Y.Times, February 9, 2003 (attached as Exhibit 1).



still have no choice but to participate in every CRS. Thus, the Department is not
confronting the question of whether CRSs still have market power, but rather
what role, if any, should regulation have in policing CRS market power.

In that regard, American has said before, and still believes today, that the
Internet and new technologies, rather than continued or enhanced regulation,
offer the best hope for ending CRS market power. However, the CRSs also
understand the evolving threat to their market power and are urgently trying to
avoid disintermediation by less expensive distribution channels. Some have
concluded that the best strategy is one that leverages their existing market power
through parity clauses in participating carrier agreements and incentive payments
in subscriber agreements to forestall competitive challenges. Preventing this
abuse of CRS market power should be the Department’s most important policy
objective.

Sabre's efforts to obtain American’s web fares through parity clauses in its
Participating Carrier Agreement (“PCA”) illustrate this danger vividly. In 1997,
Sabre argued in this rulemaking that CRSs should have to “compete” for access
to web fares, and, as noted in the NPRM, Sabre further represented that it had
no intention of suing an airline under the PCA for access to web fares.
Unfortunately, despite its words, Sabre has never really shown any interest in
competing for web fares. After negotiations with American failed to produce an
agreement on web fare access, Sabre contracted with FareChase, a company
with an Internet scraping product. Sabre asked FareChase to customize its

product so that Sabre subscribers could scrape AA.com and other airline sites for



web fares. Finally, after American sought to enjoin FareChase from scraping
AA.com, Sabre filed a claim against American alleging that the PCA obligated
American to give all Sabre subscribers access to American’s web fares.

The Department’'s NPRM was percipient in specifically calling for
comments on access to web fare and the abuse of CRS parity clauses. The
unrestrained enforcement of parity clauses would undo much of the progress that
has been made in developing alternative distribution channels and would
recreate and expand the mandatory participation obligations that the Department
has wisely proposed to eliminate in the NPRM. Parity clauses are, quite simply,
a lever the CRSs hope to use to avoid competing for access to fares and other
content.

The Department's NPRM also comes at a time when its decision not to
precipitously regulate the Internet or Orbitz has been vindicated. Although Orbitz
dominated the comments in 2000, American’s EveryFare® program and its
agreement with Travelocity have eviscerated any argument that Orbitz had a
monopoly on web fares or would eliminate its competitors. Orbitz remains third
in the online travel agency market, Expedia has become the world’s largest
online agency — despite not having access to American's web fares, and
traditional brick and mortar agencies still account for a majority of American'’s
bookings.

Orbitz was never an attempt by its owners to monopolize airline
distribution — an impossible objective fabricated by those who saw Orbitz as

competition — but was instead an effort to create a new business and to stimulate



cost competition in airline distribution. Largely in response to Orbitz, some CRSs
have offered to discount booking fees -- something they had never done before --
in return for the right to distribute web fares.? Because CRSs still control the
maijority of bookings, the discounts have been not been competitive,? and the
demanded consideration -- essentially requiring the airlines to treat the CRS on
the same terms as low cost distributors — has been too high for most carriers. In
this regard, these proffered terms reflect continued CRS market power.

However, over time, slowly building market forces could lead to
competitive, cost-based CRS pricing. Preserving that modest and still vulnerable
momentum towards lower booking fees should be among the Department’s
foremost objectives. American fully supports the Department’s approach of
seeking “ways to enable market forces to work more effectively in the CRS
business, to avoid potentially burdensome regulations, and to allow airline
distribution practices to develop in ways that may eliminate the need for the
rules.” NPRM at 69368.

Thus, subject to some limited exceptions, such as regulations addressing
parity clauses, fewer regulations and a greater reliance on market forces is the
shortest path to a competitive CRS market. American encourages the

Department to abide by its stated preference for relying on market forces and

2 The Department’s Inspector General has directly attributed the 10% discounts now

offered by two of the GDS as a response to Orbitz. OIG Comments On DOT Study of Air
Transportation Services, Number CC-2002-061 (December 10, 2002).

’ Sabre’s offer to discount booking fees by 10% in return for web fares is a mere fraction of

the cost savings that airlines obtain through Orbitz, EveryFare® agencies, and other low cost
distributors. Sabre is simply hoping that 10% is all the price it will need to pay for temporarily
forestalling the growth of more competitive distribution channels, and most airlines, including
American, are demanding more.



insisting on clear and substantial evidence before regulating. The circumstances
that the Department must address today are much different from those it
considered in 1992, when it imposed mandatory participation and re-imposed the
ban on discriminatory pricing. These regulations have limited airline options and
have allowed CRSs to avoid competing for access to fares and inventory.
American concurs with the NPRM’s findings that the mandatory participation rule
and non-discrimination rule now do more harm than good.*

The proposed regulation of MIDT content is a regrettable exception to an
otherwise well thought out NPRM that attempts to deliver on the Department's
long-stated preference for market forces over regulation. The CRS regulations
are not an appropriate platform for seeking to regulate competition between
airlines. Yet in the guise of regulating MIDT, the Department is seeking to do
exactly that. This proposed regulation does nothing to inhibit CRS market power,
but instead, and without any fact based justification, would tip the competitive
balance between large and small carriers and interfere with thousands of
contracts. The Federal government stopped regulating how airlines compete
long ago, and the result has been the largest, most price competitive airline
industry in the world. In proposing to restrict MIDT, the Department would depart
from its regulatory mandate, ignore its own regulatory standards, degrade the

quality of information in the market, and penalize those carriers that have made

4 Some commenters to the docket have benefited from the unintended

consequences of the CRS regulations and are encouraging the Department to regulate even
more. These calls for greater regulation have lost sight of the purpose of the CRS regulations,
which were implemented to protect airlines from CRS market power — not to guarantee CRSs and
travel agents access to airline fares and inventory, regardless of costs.



investments in systems that use universally available information. Ironically, the
Department has done so at time when the CRSs and other vendors are
developing products to make it even easier for smaller carriers to utilize this data.
This intrusive regulation couid not have come at a worse time. Airlines are
losing billions of dollars and are urgently seeking to identify the right size for their
networks, a profitable combination of routes, and the most effective marketing
strategies. The Department’s proposal to intentionally degrade the quality of
information in the marketplace would result in poorer decision making and
greater losses. The inefficiencies and unintended consequences of the
Department’s proposed rule on MIDT are both obvious and significant.

Il. The State of the Airline Distribution and
the Persistence of CRS Market Power

CRS market power was created over the course of many years, and it is
not going to disappear in just a few years. The fundamentals of CRS market
power remain intact, including: (1) the continued disconnection between the
purchasing decision (made by the travel agency) and the payment obligation
(incurred by the airlines); (2) undiminished CRS pricing power; (3) the large
percentage of industry bookings made by traditional travel agencies using a
CRS; and (4) the continued lack of substitutability between CRSs.

The Structure of the CRS Market: The ability of every CRS to impose

price increase after price increase, even in the most dire financial environment, is
-a product of an unaligned CRS market that was designed to preserve CRS

pricing power. The CRS industry has never had a low cost provider — such as




the airline industry has in Southwest — because CRSs have never had to

compete for participating carriers. As the Department of Justice has explained:

The ability of CRSs to exercise market power with respect to

booking fees stems from the asymmetry in the market for CRS

services: carriers pay the entire booking fee, but travel agents and

consumers ultimately determine which CRSs are used. . . . Since

the booking fee is paid by the carrier, however, there is no reason

for the agent or the consumer to concern itself with the level of the

booking fee. Thus, the carrier must pay the fee if it wants the

booking, and it has no opportunity to bargain with the CRS over

price or substitute another CRS charging a lower fee.

Comments of the Department of Justice, p. 44, DOT Dkt. 46494 (July 9, 1991)
("DOJ 1991 Comments™).

DOJ’s 1991 comments identified a flawed and uncompetitive CRS market,
and the intervening twelve years have only exaggerated its inherent costs and
inefficiencies. Travel agents are no longer merely indifferent to the price paid by
the airline; CRS productivity payments have given them an incentive to select the
highest cost CRS.® In this perverse market structure, a reduction in booking fees
does not generate incremental sales for a CRS, but only diminishes the revenues
available for purchasing the patronage of travel agents in a high cost distribution

network.® Thus, CRSs actually view offering a lower booking fee as a

competitive disadvantage. A more dysfunctional market is hard to imagine.

s One law firm soliciting to represent large travel agencies in this rulemaking has described

this sharing of excess CRS profits as “the most reliable revenue stream that most large agencies
have.” (attached as Exhibit 2) This solicitation fails to recognize that these payments do not
reflect a value-added payment earned by the agency, but simply a payment that maintains CRS
market power. There is no question that travel agencies that create value (and many do) will be
compensated in the market place by consumers, and in some instances by commission
agreements with individual airlines.

8 Affidavit of Gary J. Dorman (Attached as Exhibit 3) (Hereafter, Dorman Affidavit at __).



Sabre, for example, raised its 2003 booking fees over three percent, after
claiming that Amadeus has raised its rates by approximately six percent. Sabre
implemented this increase despite its own projections that booking would decline
two to three percent. In explaining this price increase in the face of the worst
financial environment in the history of aviation, Sabre cited a projected rate of
growth in incentive payments to travel agencies in the high teens’ - five to six
times the rate of growth of the CPI. In the FareChase litigation, one Sabre
executive testified that incentive payments have been growing at an alarming
30% annually.® When questioned by analysts about the relationship between
increases in booking fees (paid by the airlines) and increases in incentive
payments (paid to the travel agencies), Sabre described them as “like numbers.”®
These spiraling travel agency incentives, made to protect CRS market power, is
clear evidence that CRS pricing is not cost based or subject to prevailing
economic conditions or normal market forces.

Sabre is not alone in aggressively purchasing travel agency loyalty to high
cost CRSs. Incentive payments paid by the CRSs account for $1.00 to $1.50 (25
to 35 percent) of booking fees.'® Most recently, on February 25, 2003, Amadeus

launched a new pricing plan for North American agents that purports to eliminate

7 “Event Brief of Sabre Holdings 2003 Financial Outlook Analyst Conference Call”, Fair

Disclosure Wire, December 16, 2002. (Attached as Exhibit 4).
8 Relevant portions of testimony in the FareChase litigation are attached as Exhibit 5.
(Hereafter, FareChase testimony at ) Testimony concerning the growth in incentive payment
is found on page 8.

o “Event Brief of Sabre Holdings 2003 Financial Outlook Analyst Conference Call’, Fair
Disclosure Wire, December 16, 2002. (Attached as Exhibit 4).

0 "Sabre Unveils Price Hike for 03", Business Travel News Online, December 13, 2002.
(Attached as Exhibit 6).
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productivity pricing for travel agencies that forego a signing bonus in their CRS
contract."! Yet, this new program, not surprisingly, maintains the unaligned CRS
market by paying agencies that sign contracts under the ProfitChoice program a
rebate per booked segment.'?

Amadeus claims that under ProfitChoice a travel agency that produces
55,000 segments annually would receive $76,500 (about $1.40 per booking).
Under the old productivity pricing, Amadeus says the same agency would have
received $30,600 a year. ProfitChoice is not in any sense a reform of
productivity based agreements, but is instead only an acceleration of costs that
will, inevitably, lead to higher booking fees. One prominent travel agency
advocate has appropriately observed that "[a]ll four [GDS] vendors are getting
easier when it comes to quotas and more generous when it comes to
bonuses....""

These increasingly large incentive payments may be pure profit to the
agents, but their true nature is that of monopoly rents being extracted by the
CRSs from carriers, and then distributed, in part, to travel agents in order to
protect the CRSs’ entrenched position. The disconnection between the payment
obligation and the purchasing decision, as influenced by ever increasing

productivity payments, creates a constant upward pressure on CRS prices, even

as the cost of providing the service declines.

11

“Amadeus Plan Offers Contract Options”, Travel Weekly Online, February 23, 2003.
(Attached as Exhibit 7).
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The NPRM acknowledges these facts when it states, “every system
seems to continue to engage in éubscriber contract practices that keep airlines
and travel agencies from using alternatives to the systems and thereby entrench
each system’s market power. The likely result is higher airline costs and thus
higher fares for consumers.” NPRM at 69383. The fact is no reasonable airline,
acting in a competitive environment, would buy into a CRS market that provides
incentives to travel agents and CRSs to collectively raise the airlines’ distribution
costs. Itis a model that persists because market power persists, and, as shown
below, has led to continually rising CRS prices.

Pricing Power: As the Department stated in 1992, “the best evidence [of

market power] is a vendor's ability to set prices for its CRS services without
regard to costs, because vendors need not compete for participating carriers.”
Final Rule 57 Fed. Reg. 43780, 43789 (Sept. 22, 1992) (1992 Final Rule).
Based on this and other evidence, the Department concluded, “booking fees
charged by the major vendors have been found to be substantially above their
costs.” Id at 43831. Since 1992, the situation has only deteriorated. Booking
fees per segment have increased 70%, despite reductions in computing and
telecommunication costs, and despite dramatic reductions in the average fare
collected by the airlines.

As shown in the chart below, since 1995, CRS fees have increased at

over two times the rate of the Consumer Price Index.

" Testimony of DOT Inspector General Kenneth Mead before the Senate Committee on

Commerce, Science, and Transportation, p. 16 (July 20, 2000) (Attached to American’s
September 22, 2000 Comments).
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Increases in CRS Booking Fees
Experienced by American Airlines
(CRS fees per net booking)
Compound
Annual
Growth Rate
1995-2002
Amadeus* 6.3%
Galileo 6.5%
Sabre 52%
Worldspan 5.3%
Consumer Price 2 4%
Index

Sources: booking fee data provided by American Airlines; CPI data
from the U.S. Department of Labor, Bureau of Labor Statistics.

* Amadeus includes System One in years 1995 through 1998.

The current state of the airline industry has made the CRSs' extraordinary pricing
power even more of a concern. The U.S. airline industry is facing an economic
crisis unlike any ever experienced before. While the unprecedented declines in
demand for air travel is a primary cause, that decline is magnified by the
industry’s notoriously high costs. Survival in the industry now depends on
reducing these costs, and the industry has responded with massive and painful
self-help measures to reduce losses and stabilize the business. According to the
Air Transport Association:

These measures have seen 100,000 job cuts, schedules modified,

thousands of flights eliminated, office and facilities closed, several

hundred aircraft retired or placed in storage, more than $10 billion in

reduced capital and operating budgets — and the cutting goes on.

Negotiations are underway to reduce employment expenses throughout
the industry by an additional $10 billion. >

1 “Airlines In Crisis: The Perfect Economic Storm”, Air Transport Assn. Report (Attached as

Exhibit 8).
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In 2001 and 2002, the airline industry in the United States lost an estimated $12
billion, and is projected to lose another $6.7 billion in 2003 (absent a war with
Iraq).'® During these last two years, traffic has fallen 8.2%, and fares have fallen
15.4%."" At the same time, post 9/11 taxes, fees, and unfunded mandates have
added more than $4 billion to the industry’s annual cost burden.'® Two major
carriers are currently operating in bankruptcy and others are threatened.

CRSs derive the overwhelming majority of their revenue from airline
booking fees. In a competitive market, CRSs would be under enormous
pressure to reduce, rather than increase, prices. Indeed, other major suppliers to
the airline industry, such as aircraft manufacturers, aircraft lessors, food and
beverage suppliers, and even labor unions are making concessions. Yet, earlier
this year all of the CRSs did as they always have and increased booking fees for
2003. Even in these extraordinary times, CRSs remain immune to pricing
pressures.'®

Booking Volumes:. American has made some progress in shifting a

percentage of reservations to lower cost distribution channels, such as direct
connect, Orbitz, and Travelocity, but the fact remains that American, like other
network carriers, continues to rely on travel agents using a CRS for the majority
of its ticket sales. Travel agents that do not participate in the EveryFare®

program thus represent American’s highest cost distribution channel, and by a

16 Id. at 23,
17 id.
8 Id. at 16.
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significant margin. In 2002, for example, American’s cost of sale for “brick and
mortar” travel agencies in the U.S. was two and one half times its cost of sale
through Orbitz, and that was before American implemented its direct connection
with Orbitz. Yet, at the same time, brick and mortar agencies using high cost
CRSs made sixty percent of American’s U.S. sales.

Even if one were to take into account that American’s average fare from
“brick and mortar” agencies exceeds the average fare from lower cost distribution
channels, CRSs are still more expensive than low cost distribution channels. In
2002, American's cost of sale per $1,000 in revenue through other channels was
significantly lower than for “brick and mortar” agencies using a CRS. Thus, the
Department should not be fooled by CRS claims that their higher costs somehow
represent a better value because travel agency sales generate more revenue per
ticket sold.

Lack of Substitutes: For the foreseeable future, most major airlines will be
compelled by the economic realities of the market to participate to some degree
in every CRS. ?° The Department is correct to “still believe that high booking fees
are probably imposing burdensome costs that most airlines have not been able
to avoid and are likely to increase fares paid by consumers.” NPRM at 69422.

The CRSs have significant market power vis-a-vis the airlines because the
four CRSs are not substitutes for each other. While some travel agency

locations use more than one CRS, the travel agency subscriber lists for the four

2 As long ago as 1983, the DOJ observed that “no nationwide carrier can afford to forego

listings on any major CRS, and therefore, rivalry among the CRSs cannot be expected to serve

15



CRSs are sufficiently distinct that an airline’s participation in any one of the four
cannot substitute for its participation in any of the remaining three.?’ Withdrawal
from one CRS, even if the CRS rules were modified to allow it, would likely cost
an airline more in lost ticket revenues than any savings it might achieve on
booking fees. Even if an airline somehow could recapture lost bookings through
another CRS, its total booking fees would not decline because all four CRS
vendors charge similar prices.

Some limited substitution possibilities exist for some part of CRS
distribution, such as direct reservations, airline websites, and certain third-party
websites. These alternatives, however, are far from perfect since they require
substitution for the entire travel agent/CRS distribution channel, not just for
CRSs. For American and many other major carriers, it is not a solution to cease
using travel agents to distribute its products. American relies heavily on travel
agents because it sells a network of services that is vastly more complex than
the services offered by point-to-point carriers such as Southwest and JetBlue.
The breadth, and resulting complexity, of American’s system is enhanced by its
participation in oneworld®, and by codeshares with over 15 carriers to dozens of
destinations around the world, and interlines with over 240 carriers. Although
some consumers are comfortable making their own travel arrangements for
simple short-haul leisure travel, others prefer to use and pay for travel agents.

Large corporations, for example, have complex air travel needs and find it more

as a check against the exercise of market power by any one of them.” Comments and Proposed
Rules of the Department of Justice, DOT Dkt. 41686, p. 46 (Nov. 17, 1983).

21 Dorman Affidavit at 5, 8.
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efficient to use a travel professional. American operates a large network, and
enters into various alliances, in order to be attractive to these types of business
customers who demand (and are willing to pay for) professional management of
their travel. For these reasons, American and other network carriers will remain
subject to CRS market power as long as travel agents remain tied to high cost
CRSs.”

The Department is plainly correct that, “[t]he Internet’s growing
importance in airline distribution does not seem to have significantly eroded each
system’s market power thus far.” NPRM at 69420. And, in fact, recent economic
studies have found that CRS market power over traditional carriers has remained
durable and pervasive.?

. Supracompetitive Booking Fees Distort Airline Competition

It is axiomatic that a large, growing, and uncontrollable expense, as CRSs
fees are, threatens, and will continue to threaten, airline competition, particularly
in the industry’s current state of duress. American is under tremendous pressure
to stem massive losses and can ill afford inflated costs that adversely affects
both the overall demand for its airline services and its competitiveness with rivals
that enjoy lower costs because they are less reliant on CRSs and thus less

victimized by supracompetitive CRS pricing.

z Dorman Affidavit at 7.
# "Economic and Political Analysis of Computer Reservation Systems, OXERA Consulting
Ltd. (2001), pg. iii (CRSs have significant market power over airlines because each controis a
large proportion of travel agents in the downstream market. From the airlines’ perspective, CRSs
are not readily substitutable for one another, as each CRS controls access to an important share
of passengers through its member travel agents) (attached as Exhibit 9)
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As shown by the following chart, during the last eight years, low-cost
carriers’ share of total industry capacity has grown from 6.7% to 13.3%, and is

forecasted to exceed 15% by the end of this year.
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This growth has lead to more competition between low-cost carriers and
traditional carriers such as American. Today, American faces direct competition
from low-cost carriers on about 80% of its origin & destination markets, and it can

expect this percentage to increase.

One major difference between American and carriers such as Southwest
and Jet Blue is how it distributes tickets. Today, online and brick and mortar
travel agents using CRSs still sell nearly 70 percent of American’s tickets.
Southwest and Jet Blue, however, largely avoid travel agents, and with them,
associated CRS booking fees. Southwest recently announced that more than 80
percent of its bookings in the last quarter were made directly via the Internet on
its own website or directly with its own reservations agents. Of the four major

CRSs, Southwest participates only in Sabre, and at a lower level of functionality

18



than all other carriers. Thus, substantially less than 20 percent of Southwest’s
total bookings are made through travel agents using a CRS, while 70 percent of

American's bookings incur CRS booking fees.

The differences between American and JetBlue are even more striking.
According to its filings with the Securities and Exchange Commission, JetBlue
booked 92.6 percent of its sales either through its Internet site (44.1 percent of
total bookings) or its own telephone reservations personnel (48.5 percent of total

bookings).?*

This dichotomy in CRS market power between large network carriers and
no-frills point-to-point carriers, like Southwest, is even evident in Sabre’s strategy
of obtaining web fares. Sabre is willing to aggressively attempt to disrupt
American’s distribution initiatives through screen scraping and litigation, but it has
made a “business” decision not to pursue a similar strategy against Southwest,
another Sabre participating carrier.?® Sabre is plainly concerned that is does not

have the same market power against Southwest, as it does against American.

The significant differences in the cost of distribution were in large part
created by the current CRS rules, which have reinforced CRS market power over
network airlines by shielding the CRSs from normal market forces. At the same
time, low cost carriers, such as Southwest, are not subject to CRS market power

because they have always pursued a “no CRS, no travel agent” model of

24 JetBlue Airways Corporation, S.E.C. Form S-1 Registration Statement, p. 38 (Feb. 12,

2002) (Attached as Exhibit 10)
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distribution. Thus, the CRS rules have had the perverse effect of reducing the

cost competitiveness of major network carriers versus their low cost rivals.

V. Regulatory Reform Is Needed to Stimulate
Competition In the CRS Market

Airlines have made inroads into CRS market power, but as discussed, a
competitive CRS market does not yet exist. Moreover, the progress that has
been made remains at risk. No CRS has a low cost strategy nor, as evidenced
by Sabre’s statements and Amadeus’s ProfitChoice, is any CRS abandoning a
business model that inflates distribution costs. Sabre’s strategy of milking the
“cash cow” for as long as possible is being implemented across the CRS
industry, and this rulemaking -- including how quickly it is adopted -- will greatly
affect how much “milk” is yet to be obtained from the CRS “cash cows.”

A. The Zero Fee Or Some Other Fee Shifting Proposal Remains
the Most Effective Response To CRS Market Power

The “zero fee” proposal originally recommended by the Department of
Justice in 1991 and discussed in American’s October 23, 2000 comments
remains the quickest and most effective way to create a competitive CRS market.
DOJ explained its rationale as follows:

the zero booking fee rule correctly aligns the travel agents’ ability to

choose among systems with the travel agencies’ incentive to do so

since the CRS charges will directly affect the travel agents’ profits.

Thus under the zero booking fee rule competition among vendors

to obtain travel agent contracts will determine the level of booking

fees paid by travel agents.

DOJ 1991 Comments, p. 18. In the same rulemaking, the Department agreed

that, “the vendors' decision to obtain more compensation from participating

% FareChase_testimony at 118 to 120.
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airlines than from travel agencies presumably reflects the difference between the
vendors’ competition for airline participants and their competition for subscribers”

1992 Final Rule at 43783.

No one disputes that CRSs compete for subscribers. Re-aligning the CRS
payment obligation with the purchasing decision in this competitive environment
would end supracompetitive CRS prices instantly. The CRSs’ response to
American’s EveryFare® program illustrates the threat that a properly aligned
market poses to CRS market power. EveryFare® is based on the same principle
as DOJ’s proposal -- it is the travel agent that is best positioned to obtain a
competitive price from the CRSs. Under EveryFare®, American provides travel
agents with access to web fares in exchange for the travel agents taking partial
responsibility for CRS booking fees. The goal of the program is to induce
competition among CRSs on price (including booking fees) and the quality of the
service. Consumers also benefit. One of American’s launch partners for
EveryFare®, TQ3 Travel Solutions, reports that its participation has saved an
average of 7 percent “compared to corresponding GDS published rates” for
seven clients with varying usage.?®

Of course, EveryFare® cannot unilaterally reduce CRS fees, and the
CRSs are not being asked to make any contribution to the cost savings. In a
properly aligned and competitive market, CRSs would be indifferent as to

whether airlines and travel agencies agree to split CRS booking fees. Yet, Sabre

% “AA’s EveryFare Save TQ3 Clients 7 Percent On Average”, Business Travel News

Online, (March 12, 2003) (Attached as Exhibit 11).
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is far from indifferent, and one its senior executives has candidly acknowledged
that Sabre would like to see EveryFare® fail.>” CRSs are aggressively marketing
against EveryFare® and have intensified their efforts to obtain access to web
fares through screen scraping, and, in Sabre’s case, litigation. The CRSs know
that their profits cannot be sustained in a competitive market where the
purchasing decision and the payment obligation are aligned.

EveryFare®, however, cannot be a complete solution to CRS market
power. Through large, and ever increasing, productivity payments, CRSs have
co-opted travel agencies into a business model that preserves CRS market
power and demands supracompetitive fees. EveryFare® rewards subscribers for
finding the lowest cost CRSs, but any such CRS, if it even existed, would have
less revenue to kick back to subscribers as incentive payments. Many agencies
are reluctant to forego these large payments from CRSs, particularly in light of
misrepresentations from the CRSs that they can scrape for web fares or that the
PCA compels the airlines to provide universal access to the lowest fares.

The zero fee proposal overcomes this problem by giving both types of
CRS users -- the airlines and the travel agents — the same interest in lower
booking fees. As long as the CRS market retains its current payment structure,
neither EveryFare®, nor any other airline initiative, can bring full market forces to

CRS pricing.

z FareChase testimony at 140.
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The NPRM acknowledges that the zero fee proposal reflects sound
economic theory and would lead to a competitive CRS market.?? NPRM at
69399. It rejects the zero fee proposal, however, based on a concern that any
such regulation would be “too disruptive.” Id. Any disruption, however, could be
minimized by transferring financial responsibility to subscribers over time and in
phases. As a starting point, subscribers would only be responsible for CRS rate
increases, which would, at least, halt the unrelenting increases in CRS prices.
The regulation could phase in greater financial responsibility so that within three
years subscribers would share 50% of the financial responsibility for booking
fees. This phased approach would give subscribers an opportunity to shop for
the lowest cost CRS before being partially responsible for CRS costs, and it
would allow CRSs time to adjust to a more competitive environment. Since
subscribers would now have a financial interest in CRS costs, one or more CRSs
would have an incentive to adopt a low cost strategy. This sharing of financial

responsibility would also address the Department’s other stated concern with

2 As described by the Department:

Such a “zero fee" rule would effectively require the [CRS]
systems to obtain their revenues from fees paid by travel
agencies. As shown, the systems compete for travel agency
subscribers but have not competed for airline participants, since
most airlines have been compelled by their marketing needs to
participate in each system, even if the terms of participation are
unattractive and non-negotiable. Because travel agencies can
choose between the systems, the systems would compete on
price. A zero fee rule thus would cause the price of CRS
services to be set by competitive market forces.

Notice of Proposed Rulemaking, pp. 150-51, Dkt Nos. OST-97-2881, OST-984775, and OST-99-
5888, November 15, 2002.
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regard to the zero fee proposal. Airlines would not be getting CRS services for
free.

B. The Department Should Finalize Many of
The NPRM'’s Proposed Changes

The NPRM contains three important reforms that together have the
potential to introduce market forces into CRS pricing: (1) ending mandatory
participation; (2) allowing CRS price discrimination; and (3) prohibiting CRS
productivity payments to subscribers. The NPRM also invites comments on a
rule that would prohibit CRSs from enfarcing parity clauses to gain access to
fares and inventory. Sabre’s recent actions, in this regard, have greatly
heightened the need for a revised and expanded ban on parity clauses.

Action on all four of these points would ignite new market forces and may
finally give rise to negotiated CRS contracts and pricing. For these regulatory
reforms to succeed, however, action must be taken on all four, as a failure to act
on one will diminish the effectiveness of the others.

1. The Department Should Prohibit the Enforcement of Parity Clauses

The NPRM was prescient in recognizing the dangers that the unrestrained
enforcement of parity clauses poses for competitive airline distribution costs.
Parity clauses have the potential to become the last bastion of CRS market
power, and Sabre's claim against American in the FareChase litigation highlights

the far-reaching implications.?® From this litigation, American has learned that:

2 Sabre’s complaint against American is attached as Exhibit 12.
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Sabre will try to use parity clauses to gain access to web fares,
despite its prior representation to the Department that it would not
do so.

Sabre broadly interprets the term “CRS” in its contract so that fares
distributed through an airline web site or an online agency, like
Orbitz, are swept up by this alleged “parity” obligation.*

Sabre would prefer that web fares “go away” since they are the
airlines’ most potent tool for moving reservations to lower cost
distribution channels.®'

Sabre, in particular, has long sought to gain access to web fares through
political and regulatory channels, and thereby eliminate these fares as a
mechanism for fertilizing the growth of lower cost channels. However, until the
launch of EveryFare®, Sabre had not sought to enforce through the legal
process a contractual right to web fares.3 Sabre has now asked a Court to read
the parity clauses in the PCA in a way that would impose an unprecedented
obligation on American to make web fares available to every Sabre subscriber.

Sabre has also sued Air Canada under the same theory.®® If Sabre’s claims in

% FareChase testimony at 210-211.

3 FareChase testimony at 67.

3 Sabre’s claims under the Participating Carrier Agreement are at odds with its own
conduct over the past several years. As the Department knows, no entity worked harder for
regulations that would have required Orbitz owners to provide universal access to web fares.
Sabre also devoted considerable time and resources to co-developing a scraping product with
FareChase. All of this begs a question, why all this effort if the Sabre Participating Carrier
Agreement already gave it access to participating airlines’ web fares?

a Sabre’s complaint against Air Canada is attached as Exhibit 13.
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either case should somehow succeed, it and other CRSs can be expected to
pursue other airlines as well.

The NPRM takes explicit notice of the parity clauses cited by Sabre in
support of its alleged right to widely distribute American’s web fares, and

correctly describes the anticompetitive implications of Sabre’s interpretation:

[A] participating airline should have some ability if practicable
to persuade travel agencies to use a system or similar
electronic service that provides better service or charges
lower fees. Insofar as Sabre’s contract would bar this, it
would keep an airline from taking steps to reduce its CRS
expenses. |t would also be directly contrary to our
conclusion in the parity clause rulemaking that airlines
should normally be free to choose the quantity and quality of
service bought from their suppliers.

NPRM at 69393 (emphasis added).*

The unrestrained enforcement of parity clauses would, indeed, undo much
of the potential in developing alternative distribution channels, and would simply
reincarnate and expand the mandatory participation obligations that the
Department has proposed to eliminate in the NPRM. If Sabre is correctly

interpreting its PCA, the implications for airlines, low cost distributors,

i In 1997, the DOT asked for comments on whether CRS regulations should extend to the

Internet, including whether web fares should be distributed through CRSs. Sabre responded that:

"[it] strongly believes that CRSs should be permitted and encouraged to
compete with each other to have access to distribute these fares. As
demand for wider distribution of fares increases, CRSs will respond to
these market pressures with products and features that make it
worthwhile for carriers to make the fares more widely available ”

In Re Advance Notice of Proposed Rulemaking, Computer Reservation System Regulations,
Notice No. 97-9, Reply Comments of the Sabre Group, Dkt No. OST-97-2881 at 10 (Feb. 4,
1998) (emphasis added).
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consumers, and the Department’s regulatory initiatives are profound. Airlines
would lose their most effective tool for creating and encouraging the growth of
lower cost distribution channels. Initiatives like EveryFare® would be fatally
wounded. Travelocity and other distributors would have no reason to be
competitive with low cost channels. Airlines could not even provide special fares
to direct consumers to their own web sites. CRSs, which are two to three times
as expensive, would be given equally robust access to fares and inventory.
Much, if not all, of the progress that has been made in the past few years would
be lost, and CRS market power will have fended off its only real challenge in
many years.

The consequences for consumers are equally clear. CRS charges would
remain an uncontrollable and excessive cost for all of the major airlines (with the
exception of Southwest) resuiting, inevitably, in higher fares. Web fares, which
are among the most highly discounted fares, would likely disappear since these
fares could no longer serve their primary purpose of directing consumers and
agents to lower cost distribution channels. Indeed, as mentioned, Sabre's
witnesses have candidly acknowledged that they would prefer that web fares
disappear.

The Department thus correctly describes the enforcement of PCAs as a
potentially unreasonable restriction on how airlines distribute their services and
an impediment to “keep airlines from pursuing the most efficient and least costly

distribution channels.” NPRM at 69393. The policy issue, as recognized by the

27



Department, is whether airlines are free to develop more cost effective ways to
distribute their product or whether CRSs can defeat these efforts by leveraging
their market power:

If Sabre's contracts are typical, the systems may be imposing contract

terms on airlines that unreasonably restrict airline choices on how to

distribute their services. Such contract clauses could keep an airline from
pursuing the most efficient and least costly distribution channels. Airlines
should be free to choose to offer E-fares only through their own websites,
without being obligated by system contracts to make them available
through other distribution channels. This kind of contract clause would
frustrate our efforts to allow airlines to create ways of bypassing the
systems when doing so is more cost effective and likely to establish
competitive discipline for the systems’ prices and terms for participation.
NPRM at 69393. Sabre's willingness to sue American and Air Canada for
access to web fares, in the face of the Department's articulated concerns, shows
that regulation is urgently needed to restrain the anticompetitive enforcement of
parity clauses.

For these reasons, the Department should readopt its ban on the
enforcement of parity clauses and expand the language of the regulation to
encompass any claim that parity clauses compel access to airline fares or
inventory.

The Department should also eliminate the exception for airlines that own
or market a CRS. As the NPRM acknowledges, abolishing the mandatory
participation rule would accomplish nothing if the same obligations are simply
imposed against airlines that market a CRS through a PCA that is not negotiated.

As shown below in the discussion concerning the mandatory participation rule,

the incentives for an airline to use its position in the market place to favor a CRS
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have vanished. In this regard it warrants notice that the current “parity clause”
litigation involves American in a lawsuit against Sabre — the CRS that it markets.

2. The Department Should Eliminate the Mandatory Participation Rule
As Proposed in the NPRM

When the Department adopted the mandatory participation rule in 1992, it
confronted a rapidly growing CRS industry that was controlled by airline owners.
Under these circumstances, the Department was concerned that airline owners
would willingly sacrifice ticket sales in competing systems in order to move CRS
market share to their owned or jointly owned CRS. 1992 Final Rule at 43800.
The Department also assumed that airlines benefited from a “halo” effect, and
therefore had an additional reason to move CRS market share.

Irrespective of whether these were reasonable assumptions in 1992, they
do not reflect the realities of the CRS market today. The debate over the
mandatory participation rule is quickly becoming moot. Worldspan, the last of the
four domestic CRSs owned by U.S. airlines, announced earlier this month that it
is being sold to non-airline owners. Thus, the only CRS that retains any airline
ownership is Amadeus, and all of its airline owners are European.

The mandatory participation rule addressed competitive concerns in a
much differently structured market. Airlines have been exiting the CRS business
for years, and no evidence suggests that they, nonetheless, remain willing to
sacrifice airline ticket sales in an attempt to influence CRS market share. As a
result, the primary effect of the mandatory participation rule over the past few

years has been to enhance CRS market power by limiting airline options.
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American, therefore, supports the elimination of the mandatory participation rule
as proposed in the NPRM.

Given these circumstances, it would be a tremendous mistake for the
Department to reinvigorate the mandatory participation rule by extending it to
airlines that market a CRS. Such a regulation would not only reintroduce, but
would expand, the unintended consequences of mandatory participation, without
any reasonable justification.

Leaping to the conclusion that various CRS marketing agreements create
the same incentive to move CRS market share as airlines ownership did ten
years ago is both unsupported and dangerous. American's marketing agreement
with Sabre does not preclude it from participating at any level in a competing
CRS nor does it require American to discriminate against other CRSs in terms of
functionality or content. The payments that American receives under the
marketing agreement are less than one hundredth of one percent of the revenue
that it earns through airline sales, and Sabre’'s February 2003, 3.3% booking fee
increase involves more money than American collects in an entire year under the
Sabre marketing agreement. Quite simply, American’s interest in maximizing
airline sales — particularly at a time when it is losing millions each day -- far, far
outweighs any interest it has under the Sabre marketing agreement. Although
American is not privy to other marketing agreements, it strongly suspects that
other airlines are in the same position.>> United, for example, has been free of

the mandatory participation obligation for years, but it has not degraded the

3 Delta, for example, has stated that it spent $350 million in CRS fees last year.
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quality of the information and functionality in any of the CRSs that compete with
Galileo.

Airlines that market CRSs include American, United, Delta, Northwest,
Southwest, and maybe others. Tying the hands of these carriers through
regulation would strengthen CRS market power and do so in the absence of any
showing that these marketing agreements are distorting either CRS competition
or airline competition.* The Department's focus should be on reducing, not
bolstering, CRS market power. For these reasons, the Department should
eliminate mandatory participaﬁon in all of its forms as proposed by the NPRM.

3. The Department Should Allow Discriminatory CRS Pricing
As Proposed in the NPRM

The regulatory ban on discriminatory CRS pricing is also a rule that now
does more harm than good. I, like the mandatory participation rule, was crafted
at a time when airline and CRS ownership were intertwined, and it sought to
address incentives created by airline CRS ownership that no longer exist.

In banning discriminatory pricing, the CAB cited allegations that airline
owners were using CRS fees to penalize those carriers that competed the most
vigorously with the CRS owners. It noted:

The record demonstrates that some vendors currently charge differential

prices based on considerations of air transportation competition. . . Thus,

a carrier ownership of CRS’s would continue to affect air transportation

competition adversely. . . [T]he unjust discrimination rule . . . is the minimal

intervention which should cure the problems of existing pricing practices,

i.e. vendor prices to individual carriers that are based on air transportation
competition.

% Dorman Affidavit at 7-9.
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49 Fed. Reg. 32540, 32552 (Aug. 15, 1984) At various time, the CAB also has
expressed concern that the major carriers, most of which had stakes in a CRS,
could take care of themselves, but smaller, unaffiliated airlines would be the most
likely to suffer in a discriminatory pricing environment. /d.

The last twenty years have resolved these concerns. CRSs have
independent ownership and now pursue their own interests, without regard to the
interests of their prior owners. Ironically, smaller, new entrant airlines often
enjoy a stronger bargaining position than their larger competitors that once
owned the CRSs. The traditional large network carriers still distribute
approximately 70% of their tickets through travel agencies using a CRS. Given
their customer volumes and their nationwide networks, they still have no choice
but to participate in every CRS. As shown above, with regard to these carriers,
CRS market and pricing power remain largely undiminished.

The smaller, new entrant carriers, like JetBlue, Frontier, ATA, and AirTran,
are to varying degrees less reliant on travel agents and CRSs for distribution.
For these carriers, not participating ih one or more CRSs is a very viable
alternative, just as it has been for Southwest for years. In addition, to the extent
that consumers perceive these carriers as offering lower prices, their content and
participation is even more valuable to the CRSs. For these reasons, many
smaller, low cost carriers are uniquely positioned to obtain the best pricing from
the CRSs.

This is not mere speculation. Some CRSs have already developed

products targeted to low cost carriers, which offer them access to all CRS

32



subscribers, but with booking fees that are approximately half of those charged to
larger carriers. The CRSs specifically designed these products to include
requirements, such as one that limits the participant to operating only one aircraft
type, that have nothing to do with CRS costs, but, instead, serve to prevent the
large traditional network carriers from buying down.

For these reasons, the Department’s ban on discriminatory pricing no
longer protects smaller carriers from the alleged anticompetitive practices of
larger carriers that once owned the CRSs. In today’s environment, the
requirement of uniform pricing only serves to forestall negotiation on CRS prices
and to enhance CRS market power. Price negotiation is a halimark of any
competitive market, and market forces will never take hold in the CRS market as
long as regulation precludes dynamic pricing.

Indeed, even in 1984, the CAB acknowledged that its ban on
discriminatory pricing was a significant regulatory intrusion into the marketplace,
but it concluded that the tie between airline and CRS ownership, coupled with
CRS power, justified regulation.” That balance of interests has long since
tipped in the other direction. As with the mandatory participation rule, the ban on
discriminatory pricing is a regulation whose justification and time have passed.

4. The Department Should Ban CRS Productivity Based Contracts

By sharing their supracompetitive profits with travel agencies, CRSs have

created a business model that protects their market power and inflates airline

3 49 Fed. Reg. 32540, 32552 (August 15, 1984) (“DOJ argues, however, that our
intervention in CRS pricing may produce inefficiencies that outweigh the benefits of such a rule.
There is some merit to DOJ’s position. We are sensitive to the risks of distortion inherent in
government regulation of prices.”)
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distribution costs. These productivity payments have grown well beyond giving
the travel agent CRS services for free; they have converted CRS terminals into
cash machines for the travel agent that now generate up to $1.50 per booking.
Productivity payments do not reflect any value added by the agent, but rather are
nothing more than payments to co-opt travel agents into a distribution system
that is not cost competitive. New distribution channels — even if they offer
superior functionality and content — are at a significant disadvantage, unless they
can replace this cash flow generated by supracompetitive CRS fees.

As long as productivity payments remain an accepted CRS practice, no
CRS will adopt a low cost strategy, and competitive systems will face an artificial,
but significant, barrier to entry. At a time when the Internet and new
technologies are lowering the technological costs of competing systems, CRS
productivity payments are re-inflating the cost to compete in order to shelter the
CRSs’ entrenched positions. Alaska Airlines, for example, has contended that
productivity payments greatly impeded its direct connection initiatives. Even as
agents have used alternative distribution channels, such as Orbitz or AA.com, for
access to the lowest fares, productivity payments have given them an incentive
to create duplicate CRS bookings.

Accordingly, American agrees with the NPRM that these types of
payments should be prohibited. The proposed rule, however, is too narrow. It
prohibits payments or discounts conditioned on a “minimum share” of the
subscriber’s total transactions. CRSs can easily avoid the intent of the rule by

simply paying the agent for booking volumes rather than shares. Amadeus’s
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ProfitChoice is just such a program. As long as CRSs can purchase the loyalty
of travel agents to high cost CRSs, the Department’s proposed rule will be
ineffective and CRS market power will endure.® If a competitive CRS market is
ever going to emerge, the Department must ban all incentive payments to agents
for using one or more CRSs.

V. American’s Position On Display Bias and CRS Tying

A. The Department Should Maintain Its Ban On Display Bias
And Address Screen Padding Through Code Sharing

Maintaining the ban on biased screen display is one of the few areas of
consensus among the commenters. American agrees with the NPRM'’s tentative
conclusion to retain the ban on display bias. No party has been able to show that
the ban on display bias has hurt airline competition or enhanced CRS market
power, and as long as CRSs have market power — as they clearly do — they
should remain an unbiased source of information.

American also believes that the CRS regulations should address the
growing problem of screen padding caused by the growing number of code
sharing flights. Screen padding has long been a problem with the display of
international flights, and now that United/USAirways and Delta/Continental/
Northwest have formed, or are trying to form, major domestic code sharing
relationships, the pernicious effects of screen padding must be addressed. The
Department should adet the EU rule that limits a code share flight to no more

than two listings.

38 Dorman Affidavit at 3-7.
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B. The CRSs Should Be Precluded From Tying Products

A ban on CRS tying of distribution products will enhance competition, give
airlines more options, and preclude CRSs from leveraging their market power
into new and developing channels. American agrees with the Department’s
statement that, “an airline should be able to determine how its services should be
distributed and which firms should be able to sell its tickets.” NPRM at 69392.

American, thus, supports a ban on tying Internet distribution to the CRSs’
“brick and mortar” travel agency services, and a ban on tying domestic and
international distribution, particularly since CRSs often price these products
differently.

If such a rule is adopted, an exception should not be made for airlines that
own or market an online agency like Orbitz. The evidence does not support such
a mandatory participation type exception. No showing has been made, nor could
be made, that Orbitz — or any other airline owned Internet site — has market
power, as the Department found CRSs did in 1992.*° Thus, the circumstances
presented by Orbitz are fundamentally different from those that led the
Department to implement mandatory participation in 1992. Nor has there been
any showing that the airlines are discriminating against competing online
systems. The evidence is overwhelmingly to the contrary. EveryFare® and
American’s agreement with Travelocity prove that American is seeking to
maximize cost effective distribution — not enhance Orbitz’s prospects at the

expense of its own. Indeed, in today’s hyper-competitive environment, it is
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reasonable to assume that all airlines are equally motivated to enhance
distribution through all cost effective channels.

Moreover, in originally imposing mandatory participation, the Department
was concerned with the regional strength of airlines. However, online agencies
compete on a national, if not worldwide, basis. There is no showing that any one
airline has market power on such a basis. In fact, Expedia has become the
world’s largest online agency without having access to American’s web fares.

In sum, the Department should prohibit these forms or CRS tying, without
exceptions.

VI The Department Should Not Requlate MIDT Content

The Department's proposed new regulation of MIDT content is an
improper exercise of the Department's Section 41712 authority. As the
Department and the courts have recognized, the Department’s Section 41712
authority must be applied in a manner that is consistent with the spirit of the
antitrust laws. 65 Fed. Reg. 45551, 45554 (July 24, 2000). Yet the clear effect
of the proposed MIDT regulation is to choose one airline business model over
another, and thereby shelter adherents to the chosen model from competition by
the disfavored model. Nothing could be more antithetical to the antitrust laws.*

The objective of the Airline Deregulation Act of 1978 was to remove the
Federal government from the business of selecting what business and marketing

strategies should be employed by airlines. The evidence cited in NPRM shows

® Indeed, the DOT Inspector General has specifically found that Orbitz, as the third largest

online agency with 24% market share, does not have any market power. QIG Comments On DOT
Study of Air Transportation Services, Number CC-2002-061 (December 10, 2002).
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nothing more than that some airlines -- which have chosen to pursue a low-cost
strategy and, thus, have not invested in marketing practices that utilize MIDT --
would like the Department to competitively disadvantage those airlines that have
adopted a different marketing strategy that includes investing in MIDT analysis.
Absent some showing of actual harm to competition, rather than alleged harm to
competitors, the Department has no authority to put its thumb on the regulatory
scale so as to advantage one type of competitor over another. As shown below,
the record contains no such showing of harm to competition.

MIDT is a valuable source of market information that has been uniformly
available to all carriers since 1984. As recognized in the NRPM, many carriers,
including American, have invested significant resources in developing systems to
process and analyze this data. In the past five to six years alone, American has
invested over $15 million in building systems that utilize this data. American also
has entered into thousands of contractual relationships that rely on MIDT data.
These investments and contractual relationships were formed in the light of a
regulatory history in which the Department had rejected calls to eliminate MIDT
and had, quite appropriately, openly questioned its authority to prevent the
airlines from using this data. 1992 Final Rule at 43820. In 1992, the Department
stated:

American is only gaining the benefits of its investment in creating a

program for analyzing the marketing data provided by Sabre and the other

systems. We see no reason for denying American the use of a program

that it had the foresight to develop. Any carrier can acquire the same
data. . .

40 See Brooke Group, Ltd. V. Brown & Williamson Tobacco Corp., 509 U.S. 209, 224 (1993)
("It is axiomatic that the antitrust laws were passed for the protection of competition, not
competitors™).
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Id. at 43789.

Yet in the NPRM the Department has, on the thinnest of records,
proposed to restrict MIDT, deprive airlines of the investments they have made in
information systems, and interfere with potentially thousands of existing
contracts. This proposed regulation is grossly unfair and certain to introduce
t.“

inefficiencies and unintended consequences into the marke

A. The Pro-Competitive Uses of MIDT

Economists agree that markets generally perform better with more
information. That general observation is particularly pertinent to the airline
business. Major airlines operate complex networks where price and capacity
decisions on one segment ripple through an entire network, making it especially
important that airlines be able to assess and respond to dynamic market
conditions. The notion that airline pricing and capacity decisions are based on a
segment-by-segment reaction to the short term pricing and capacity decisions of
one or a small group of competitors fails to comprehend modern airline network
economics. Nonetheless, even if one were to adopt such an inappropriately
narrow view of airline competition, the assertion that MIDT has allowed the major
airlines to suppress competition is not supported by any facts.

Airlines use MIDT for two primary purposes: (1) route planning, and (2)
administering contracts, such as override contracts with distributors that have

above average performance and corporate discount agreements. In both

“l Dorman Affidavit at 11-15.
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instances, far from suppressing competition, MIDT data serves to strengthen
competitive forces.

Even in good times, airlines operate in a highly competitive environment
and achieve, at best, thin profit margins. Each day, American and American
Eagle deploy over 1100 aircraft, on 4100 flights, from over 200 cities.
Determining which city-pairs to operate, at what times, with what equipment, and
with what frequencies, is an inordinately complex interrelated process, and these
decisions have great financial and competitive consequences for the airline and
for the communities it serves. To cite just one example, American’s recent
resizing and rescheduling of its fleet is expected to reduce costs by $1 billion
annually. In undertaking this procompetitive initiative, American knew that a
schedule that did not reasonably match demand could cost it hundreds of
millions of dollars and significantly diminish its long term competitive position.
MIDT was a critical tool in this effort.

American is not alone in using MIDT to deploy its assets more efficiently.
From the onset of CRS regulation, the Department recognized that MIDT
improved decision-making, and its rules ensured that all airlines had access to
this data. By mandating that CRSs make MIDT widely available, the Department
enhanced the quality of available information, and the result has been more
competitive markets.

There are numerous examples of airlines using MIDT to identify new
markets, expand existing markets, and launch competitive initiatives. In the late

1990s, American expanded service on the West Coast, largely in competition
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with United and Southwest. American and United are constantly competing to
develop a route system that is more attractive to the business community. Late
last year, Delta reshaped and rescheduled its Dallas/Fort Worth hub where it
competes against American. In every instance, and regardless of carrier identity,
MIDT improved the carrier's decision making and in the process intensified
competition.

These, of course, are not good times for the industry, and it has never
been more important for airlines, like American, to find the right size for their
network, the best combinations of city-pairs and frequencies, and the most
effective marketing techniques. Accurate and timely data on demand is
especially important in this industry because airlines supply a perishable product
that cannot be inventoried. Potential revenue from empty seats is lost forever
once a flight departs. Yet, the Department is now proposing to degrade the
quality of available information, which will inevitably lead to poorer decisions,
even greater losses, and in the long run less competition.*?

MIDT also offers the most efficient means for monitoring performance
under travel agent override agreements and corporate discounts. Very‘few
issues have been as thoroughly studied and scrutinized by the Department (and
other government agencies) as have override agreements, and yet in the wake of
all the inquiry, the Department has never found justification for regulation. This

lack of regulatory action is not surprising since agreements that reward

# As explained below, providing carriers access to their own information, as proposed in

the NPRM, is no solution.
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distributors for strong marketing performance are a staple of U.S. commerce. In
this sense, the airline industry is not in any way unique.

Indeed, the NPRM states that the Department is “not finding that override
agreements are anticompetitive.” NPRM at 69404. Thus, override agreements
will remain a legal part of how airlines compensate travel agents for strong
performance. Yet, the Department's proposed regulation is intended, in part, to
make these legitimate agreements far more costly to administer. At a time when
airlines are losing millions of dollars every day, a regulation that creates

increased costs for some competitors is particularly troublesome.

B. No Acceptable Justification Can Be Advanced for the Proposed Ban
and No Evidence Can Be Found to Support It

The proposed ban on MIDT data does nothing to address CRS issues.
Instead, it is specifically designed to advantage one group of airlines — the
generally smaller point-to-point carriers that do not operate large networks and
have not invested in information systems to utilize available market data ~ to the
disadvantage of network carriers, like American, that have made these
investment in technology.

The Department has stated that “regulating business conduct is not
desirable unless clearly necessary” and that “regulation imposes costs of its
own.” 57 Fed. Reg. 43780, 43783 (September 22, 1992). It has acknowledged
that it may not prohibit conduct simply because that conduct has an impact on
competition that the Departmenf does not like, 65 Fed. Reg. 45551, 45554 (July
24, 2000), and that regulation should not be designed to “benefit a particular

competitor.” 49 Fed. Reg. 11643, 11669 (March 17, 1984). The Department’s
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proposed restriction of MIDT content is a severe departure from these regulatory
standards.

The Department contends that “under general economic theory, the
airlines’ ability to obtain detailed realtime data on their competitors would not
promote competition.” NPRM at 69403. American strongly disagrees. One need
not quarrel with Professor Kahn, upon whom the Department seems to rely, or
his theory that in an oligopolistic industry prices may tend to converge even in the
absence of any agreement. It may be true that, under some circumstances,
market participants may be reluctant to cut prices if competitors will likely match
any reduction and dilute any additional sales stimulated by the lower price.
However, it may be equally true, under some circumstances, that competitors
may be reluctant to cut prices if to do so may prompt ill-informed responses
based on a poor understanding of changing market conditions. Given the
performance of the airline industry, the later explanation is much more
compelling.

Regardless of the merits of Professor Kahn’s opinion, his analysis has
very little analog in how airlines use MIDT.** MIDT is information primarily
concerning market demand. It is not pricing information. MIDT assists airlines in
determining the most efficient and profitable allocation of their assets. In
planning their networks, airlines relentlessly seek a greater share of the business
at the expense of their competitors since in a mature industry, like the airlines,

that is the only way an airline can grow. The present state of the industry plainly

a3 Dorman Affidavit at 14-15.
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illustrates that this hyper-competitive drive by airlines for new markets and
increased market share can often lead to overcapacity and lower prices for
consumers — exactly the opposite of what concerned Professor Kahn.*

In fact, Professor Kahn's concern with price visibility in an oligopolistic
market argues for maintaining MIDT in its current form. As explained above,
MIDT is the primary source of information that airlines, travel agencies, and
corporations use to administer corporate discounts — which are the largest and
most important segment of airline pricing that is not readily transparent to
competitors. Regulation that makes this non-public discounting more expensive
to administer, and therefore less attractive to airlines, creates the wrong
incentive.

The other arguments and evidence cited by the Department in support of
its proposed MIDT rule are equally unconvincing. The NPRM states that several
airlines “contend that airlines use data to ‘poach’ customers already booked on
another airline.” /d. Since MIDT does not include passenger names it is difficult
to understand how this alleged “poaching” has occurred, but, in any event, there
is no evidence that this problem is so widespread as to justify the costly
regulation proposed in the NPRM. If poaching is occurring, the appropriate
response should be a lawsuit or an enforcement action, not a rule that introduces
profound inequities and inefficiencies into the market.

Certainly, it is no surprise that some travel agencies and corporations

would prefer that MIDT not exist. Although they voluntarily enter into agreements

a4 Al of the other authorities cited by the Department, such as the ATPCo litigation, concern

pricing information. None stand for the proposition that markets are better served when the
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and accept payments and discounts from the airlines, they would benefit from
regulations that made them less accountable for the performance of their
obligations. That, however, is not a proper regulatory objective. 71992 Final Rule
at 43820.

The Department’s primary motivation for this new regulation appears to be
a desire to protect smaller carriers from competition by larger carriers. But
Congress determined long ago that regulating competitive practices in the airline
industry is bad policy, and the Department has acknowledged that it cannot
regulate competitive practices even if it disagrees with or dislikes that conduct.
The only exception to these regulatory standards is when the Department has a
record that clearly shows conduct that violates antitrust laws or principles. That
showing has not been made. Indeed, the evidence is to the contrary.

First, the current state of the industry has proven wrong any notion that
new entrant carriers need assistance from regulation in order to compete.
JetBlue, AirTran, Frontier, and other small carriers have financially outperformed
the large network carriers, and in some cases have even been profitable, despite
the extremely depressed market. The NPRM assumes, but never proves, that
large network carriers are most prone to misuse MIDT to defend their hubs, but
AirTran and Frontier have grown up in and outperformed the industry in two of
the largest, most concentrated airline hubs, Atlanta and Denver. Airtran’s
financial performance is much better than Delta's, and Frontier’s largest
competitor, United, is in bankruptcy. This evident success — which far exceeds

the quality of any evidence cited in support of this regulation -- debunks any

competitors have less information about market demand or relative performance.
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theory that MIDT and override agreements allow large airlines to forestall
competitive challenges at their hubs.

Second, even if it were assumed (wrongly) that the smaller carriers
needed the Department's regulatory assistance, degrading the quality of MIDT
does very little, if anything, to assist that (improper) regulatory cause. Most new
entrants and smaller carriers have adopted Southwest'’s strategy of minimizing
the percentage of reservations coming via high-priced CRSs. They have a much
higher percentage of direct bookings, and, indeed, this is one of their competitive
advantages. Since those bookings are not made through a CRS, they are not
included in MIDT. Simply stated, MIDT gives American a much clearer picture of
its relative share versus Delta and United than it does against any of these new
start-up carriers.

Given these facts, it is not surprising that the record is devoid of evidence
that a small carrier has been victimized by a larger network carrier's use of MIDT.
The Department contends that Legend made this allegation against American in
an informal meeting with Department staff. Nothing in the record explains how
Legend tried to substantiate its allegations, which are absolutely false. American
unequivocally states for the record that it did not use MIDT to identify and target
travel agencies that were selling Legend’s services.

The antitrust laws have always prohibited predatory activity. Short of
illegal conduct, however, the airline industry will remain a fiercely competitive
industry for carriers large and small. Some carriers will select of a strategy of

using their size, brand recognition, and established relationships with customers
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and distributors to compete. Others will use their cost advantages, generally
newer fleets, and flexibility to compete. The Department should not be placing its
thumb on the competitive scales. The CRS regulations should remain focused
on addressing the regulatory concern that led to their creation — CRS market
power — not straying into the dangerous and inappropriate territory of regulating
competitive conduct between airlines.

C. If the Department Restricts MIDT It Should
Adopt the Least Disruptive Requlation

As explained above, the Department’s proposed restriction on MIDT is
neither a wise nor valid exercise of the Department's regulatory authority.
However, if the Department intends to pursue this regulatory path, it should adopt
the least disruptive alternative that achieves its — albeit improper -- regulatory
goal.

The Department’s proposed rule of allowing an airline to obtain data on its
own sales is no solution. That information -- which the airline already has -- offers
an extremely truncated view of the market and provides no information
whatsoever concerning potential new markets. Without information concerning
overall market demand, airlines will find it more difficult to identify new markets or
to measure the relative performance of their own sales initiatives — objectives
that even the NRPM recognizes are entirely legitimate. The Department's
proposed solution also does not alleviate the inefficiencies that would arise in the
administration of override and corporate agreements.

If, as indicated by the NPRM, the Department is primarily concerned with

larger network carriers using MIDT to identify and target agencies that are selling
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the services of new entrants, it should break that information link, but nothing
more. The Department can achieve that objective by a rule that precludes CRSs
from giving the airlines the market share of individual competitors at the travel
agency level. Under this alternative, airlines would be able to see competitor
market share data at higher levels of aggregation, such as by city or airport code,
but would be unable to identify which agencies within that geographical area
were selling the greatest percentage of individual competitors services. Airlines
would, thus, retain their ability to analyze overall market demand in planning their
route structure and competitive initiatives, but they could not target individual
agencies that are directing substantial business to other carriers.

Also, under this proposal, airlines would be able to see their own (but not
their competitors’) market share data at the agency level so that they can
efficiently monitor override and corporate discount agreements. As explained
above, there is no procompetitive benefit in interfering with contracts that the
Department has not found to be anticompetitive, or in increasing airline costs of
administering such contracts. American’s proposed alternative has none of
those adverse effects.

These suggested changes address the Department’s stated regulatory
objectives — as improper as they may be — but mitigate the disruption to airline
route and marketing planning. It also allows airlines, like American, to continue
to use the information systems that they developed based, in part, on the
Department’s long-standing refusal to restrict MIDT.

VIl. Sunsetting the CRS Requlations
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American is optimistic that CRS market power is on the wane. Although
that day has not yet arrived, CRS market power is unlikely to be sustained over
the long term, and American believes it would be a mistake for the Department to
let another ten years go by before reconsidering the need for the CRS
regulations. Thus, American proposes a three-year sunset date on the
regulations, and we encourage the Department to begin soliciting comments at
least one year before that date. American does not believe the public interest will
be served by extending the regulations beyond three years in the absence of a
compelling showing that regulation continues to be needed.

VIll. Conclusion

American appreciates the opportunity to comment on the Department’s
NPRM, and we encourage the Department to act promptly in making needed
regulatory changes. American firmly believes that if the Department takes action
on parity clauses and eliminates mandatory participation, productivity payments,
and the ban on discriminatory pricing, it will accomplish its objective of
addressing CRS market power without undue regulation. These should be the
Department’s priorities.

Respectfully submitted,

SR L

R. BRUCE WARK
Senior Attorney
American Airlines, Inc.

March 17, 2003
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As Animation
Goes Digital,

Disney Fights
For Its Crown

By LAURA M. HOLSON

GLENDALE, Calif., Feb. 9 — Rarely
does Hollywood-style glamour spill into
this suburban Los Angeles enclave. But as
the animation industry’s elite gathered
here recently at the Alex Theater to toast
their favorite films of 2002, champagne

glasses were clinking. Or was it the sound

of jagged nerves?

These are anxious times for film anima-
tors, whose business is being roiled by
layoffs, new technology and tension be-
tween the industry’s longtime leader, the

alt Disney Company, and its upstart

RECEIVE

FEB 10 2003
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y ‘; ¢ 7 )

partner; Pixar Animation Studios.

At the Glendale party, Roy E. Disney,
the nephew of Walt Disney and, for many
people, animation’s champion and heir,
seemed cautious about what lies ahead.

“Since ‘Toy Story,’ there has been a
change in the perception about what an
animated film is,” said Mr. Disney, the
studio’s vice chairman for feature anima-
tion, referring to the 1995 Pixar hit that
was the first commercially successful
computer-generated film. “I hate the word
‘brand,’ but 1 worry that it gets harder for
us to distinguish ourselves.”

Mr. Disney has reason to worry. Tomor-
row, the Academy of Motion Picture Arts

; .
Pixar Animation Studios, left; Wal Disney Studioe

and Sciences will announce nominations
for the 2002 Oscars, including one for best
animated feature. And there is formidable
competition for Disney’s own animation
unit, once heralded as the gold standard
with classics like ‘‘Snow White” and
“Bambi,” and in the early 1990’s, ‘‘Beauty
and the Beast” (1991), *“Aladdin” (1992)
and “The Lion King” (1994), still holder of
the box-office record for an animated film.

But since the mid-90’s, when Hollywood
began to embrace computer technology.
the only rule in animation these days is
that there is no rule. Instead of the pains-

Continued on Page 6
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Even as the Big Airlines Strugg[e,

Computer Booking System Prospers

By SAUL HANSELL

As the airline industry heads closer to
insolvency, it is no surprise that Sabre
Holdings, the world’s largest computer res-
ervations system, is having a tough time.

Not only is overall travel down, but the
rapid adoption of Internet trave!l booking is
causing an even more rapid decline in the
number of bookings through travel agen-
cies, Sabre’s main users. Making matters
worse, Travelocity, Sabre’s own online
travel agency, has stumbled, ceding the
leading position to Expedia.

But financially, Sabre is doing amazingly
well. The company, which was separated
from American Airlines in 2000, predicts
that its revenue will fall by only a few
percentage points this year. And its profit
margins are still higher in this bleak year
than airlines achieve even at their best.
Indeed, Sabre has been able to raise the
price it charges airlines to book each ticket
by 3 percent, even as airfares fall.

Sabre in reality may be doing too well for
its own good. The airlines have set their
sights on its highflying profits and are
seeking to bring them down.

“They charge exorbitant rates relative
to the value they add,” J. Scott Kirby,
executive vice president for sales and mar-
keting of America West Airlines, said of
Sabre and its rivals. “It is a cost that we
don’t find justified.”

The airline industry is fighting a battle
on several fronts with Sabre and other
reservations systems. Five big airlines
started Orbitz, an online travel agency that
is developing technology to bypass the res-
ervations systems. Northwest Airlines al-
ready has a Web site that agents can use to
book tickets for their clients directly, and
America West is building one.

In all these cases, the airlines are press-
ing travel agents to cooperate by keeping
their best fares off the common reserva-
tions systems, an action that undercuts the
systems’ big advantage — that they give

Continued on Page 2
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Even as the Big Airlines Struggle, a Computer Booking System Prospers

Continued From First Business Page

agents one screen where they can
book nearly any travel arrangement.

At the same time, the airlines have
used their considerable lobbying
power, persuading the Department
of Transportation to propose elimi-
nating some of the rules that help
Sabre and its three rivals — Galileo,
Worldspan and Amadeus — keep
their fees up.

On the other end of this assault is
Willlam J. Hannigan, Sabre’s chief
executive. No stranger to tough con-
ditions, Mr. Hannigan served as a
Navy radioman on a fast-attack sub-
marine. After a career with phone
companies, he joined Sabre in De-
cember 1999, on the eve of its spinoff
by AMR, American’s parent.

Things started to deteriorate, with
business travel in recession and then
the Sept. 11 attacks and their eco-
nomic aftermath. Mr, Hannigan re-
sponded by selling much of Sabre's
computer operations to Electronic
Data Systems and eliminating one-
third of Sabre's jobs.

But he has continued to raise fees,
rather than cut them as most air-
lines demand. His strategy is to ex-
ploit the reservations business, a
cash cow, for as long as he can and
use the money to build new lines of
business, especially online travel,

The jury is out on whether thisis a
wise use of Sabre's cash, A new high-
margin hotel product has yet to
prove that it can revive Travelocity.
And a $757 million acquisition of
GetThere, an Internet corporate
travel site, is still losing money.
Some investors would rather see Sa-
bre pay a dividend than make more

acquisitions.

But there will be little cash for
anything if the airlines make good on
their pledges to revolt against the
reservations fees. Sabre has intro-
duced one discount program, but in
general Mr. Hannigan asserts that
Sabre’s fees are worth every penny.
Since Sabre mainly serves travel
agencies that book business travel-
ers, it sells much more profitable
tickets than a site like Orbitz that
draws bargain-hunting vacationers.

“I make no apologies for our pric-
ing structure,”” Mr. Hannigan satd
from his office in Southlake, Tex. He

said airlines sold $80 billion worth of |

tickets on Sabre last year and its
total revenue from those sales was
$1.5 billion, or about 2 percent.

But the alrlines argue that since
1993, Sabre’s fees have increased in
some cases by about 20 percent while
airfares have fallen 30 percent.
Moreover, executives at most air-
lines say they need to be in all the
reservations systems to be available
to all the travel agents. *We sell over
$5 billion a year through Sabre,” said
Cralg Kreeger, vice president for
sales at American. “If they in-
creased their fee by 50 percent,
would probably have to pay it. I have
absolutely no leverage.”

Mr. Hannigan replies that the in-
dustry practices the airlines object
to were all developed when Sabre
was owned by American and its ri-
vals were owned by other airlines.
Worldspan and Amadeus are still
controlled by atrline groups. Galileo
was bought by Cendant in 2001, a few
years after it was spun off from
United.

“It is a structure that was created
by the airlines,” he said, “and you

© A traveler wants to buy a
ticket through a travel agent for
$500. The agency charges the
traveler a $25 fee, in addition to

$25
—s—-

the cost of the ticket. /

O Sabre pays a smaller fee to
the travel agent, of a little over
$1 a segment, making the
average.fee about $3.

Booking Flights, Coliecting Fees

Sabre and other reservations systems allow travel agents to compare and book flights on major airtines,
Airlings argue that the fees they pay to reservations systems are far too high, particularly because a
portion of the fee is rebated to travel agencies. Here is how it works,

© The agency uses Sabre
to search for and book the

best ticket.

© The airline pays Sabre a booking
fee of $4.40 a segment. The
average trip is 2.5 segments,
making the average fee about $11.

always have to take it with a grain of '

salt when they complain about it.”
And indeed the airlines are partly
responsible for the current state of

affairs. American started installing -

Sabre systems in travel agencles in
1976. At first, Sabre blatantly fa-
vored American flights, listing them

before more convenient flights from -

other carriers, In 1984, the govern-
ment imposed regulations to ensure
the reservations systems treated all
airlines alike.

Even after that, the airlines found
a kind of “halo effect” ~— where
agencles booked more flights on the
airline that owned the reservations

system they used. That is why the
airlines, not the travel agencies, pay
for the systems, Indeed, the airlines
instructed their own systems to woo
agencies with free computers and
later, cash payments referred to as
incentives for each ticket sold.

The reservations systems paid for
these incentives by raising the fees
they charge alrlines for each book-
ing. And because of the way the
government wrote its rules, the ajr-
lines decided they had little choice
but to pay those higher fees.

Sabre says it has responded to the
airlines’ criticism with a program in
which it will cut its fees 10 percent

The New York Times

for any airline willing to sign a three-
year contract and give Sabre access
to all its low fares, including those
that had only been offered over the
Internet. So far, only US Alrways and
a few small foreign carriers have
accepted the deal.

Galileo has introduced a variation
on that program that offered a 20
percent cut in booking fees, but only
at agencies that agreed to waive
about half of the incentive payment,
In addition to access to Web fares,

-the agency gets extra commission on

some of Cendant’'s. brands like Avis
car rental. US Airways and United
have signed up for that deal.

Most of the other big airlines say
that even that the 20 percent cut
proposed by Galileo does not go far
enough. ''Sabre and Galileo have the
most to lose,” said Al Lenza, vice
president for distribution and e-com-
merce of Northwest. “They are tak-
ing baby steps in order to protect 85
percent of their revenue.”

American has proposed its own
program that would have agencies
pay 50 percent of the booking fees'in
return for access Lo its Web fares. It

says that 90 agencies have agreed. .

Analysts say it may fall to the
government sort all this out,

“I don't see the two sides coming
10 an agreement,” sald Scott Barry
of Credit Suisse First Boston. ‘“The
airlines are from Venus and the res-
ervation systems are from Mars,"”
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for any airline willing to sign a three-
year contract and give Sabre access
to all its low fares, including those
that had only been offered over the
Internet. So far, only US Airways and
a few small foreign carriers have
accepted the deal.

Galileo has introduced a variation
on that program that offered a 20
percent cut in booking fees, but only
at agencies that agreed to waive
about half of the incentive payment.
In addition to access to Web fares,
the agency gets extra commission on
some of Cendant’s brands like Avis
car rental. US Airways and United
have signed up for that deal.

Most of the other big airlines say
that even that the 20 percent cut
proposed by Galileo does not go far
enough. “‘Sabre and Galileo have the
most to lose,”” said Al Lenza, vice
president for distribution and e-com-
merce of Northwest. ‘‘They are tak-
ing baby steps'in order to protect 95
percent of their revenue.”

American has proposed its own
program that would have agencies
pay 50 percent of the booking fees in
return for accéss to its Web fares. It

Analysts say it may fall to the
government sort all this out.

‘1 don’t see the two sides coming
to an agreement,” said Scott Barry
of Credit Suisse First Boston. “The
airlines are from Venus and the res-
ervation systems are from Mars.”

says that 90 agencies have agreed. .
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William J. Hannigan, Sabre’s chief,
defends the fees charged airlines.

Before the airlines commit to long-
term deals, they are waiting to see
the final rules proposed by the
Transportation Department, per-
haps later this year. The draft regu-
lations, released last fall, read like
an airline wish list — allowing big
carriers to use their bargaining pow-
er. They would end the rule that
reservations systems charge all air-
lines the same fee. And they would
ban the incentive payments.

“The proposed new rules would
significantly weaken the control of
the reservation systems on the indi-
vidual airlines,” Mr. Lenza said.

Sabre says that a complete dereg-
ulation would be fine, but the pro-
posal, which eliminatés some rules
and imposes others, does not create
the proverbial level playing field.

“We say ‘Regulate us: that’s fine.
Or deregulate us; That’s fine. But we
don't want to be stuck in the mid-
dle,” ” Mr. Hannigan said.

Left unsaid is that those most like-
Iy to be disadvantaged are travelers.
If the airlines go through with their
threats to pull more of their best
fares off Sabre and its rivals, it will
be harder for the agents to find itin-
eraries at the best prices.

That is one result, Mr. Kirby con-
ceded, of America West’s plan to
bypass the reservations systems.

“Unfortunately, it will never be as
convenient for travel agents as the
current systems.”
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LAW OFFICES OF MarK PESTRONK, P.C.
'k I RAVEL LAW FIRM
SUurre 450
4041 UNIVERSITY DRIVE
FAIRFAX, VA 220303410

(7G3)621-1800
FAX (703) 5910116
MARK N ETRONK ExAiL
(D.C. xVA) mpestronk@ao) .com
T): PRESIDENTS OF LARGE TRAVEL AGENCIES

FtoM: MARK PESTRONK
DATE: FEBRUARY 7, 2003

SIIBJECT: DOT'S PRUPUSAL 10 OUTLAW GDS BONUSES

1 am writing to you, as president of a large travei agcacy, io solicil your participation in &
cr alition of large agencies 1o file a single sex of commenis in DOT*s CRS rulemiking proceeding.

Ax yau mey have kasrd, DOT has proposed 1o change 22 RS rules to outlaw sepment
o« nuses and ail other forms of agency compensation geared to usage of 8 CRS system. Unless DOT
is persusded W drop this misguided proposal, il will prnhably be adopted by the cud of 2603,

To understand DOT s rozsoning, it is veefu ra quote fram the explanatory statement to the
pr yposcd rulc:

“IQlur primary goal will be to prevent practices in tha CRS business that
v/ould substantially reduce ccmpeiition .. pzmcnlarly pmr:uces that deay agomnics
and airlimes the abiiily to use altemaiives to a iravel agency’s asent Sysien.”

One of these praciices, DOT says, 15 producuivity pricing, s:

“{T}t operaree 2s the cquivalom of the mimimum use elavses that we prohibited
whes we last reexamined owr rulcs.... & now mmthnthcsy:’cms"- £

using productivity pricing to ... cm:om-ag¢ travei apencies 1o use ole sysicau Jor ail
or almost all of their baokings....”

“Produstivity pncmg sppears to deler travel agents from using ... oplions
bypas3 the systems. ..




I esidents of Large Travel Agencies
Figel
F:bruary 7, 2003

Lest you think that DOT is attacking only the system of quotas for free tarvice and not
8¢ ;meni bonuses, DOT nores:

_ "Ending productivity pricing would ... reduce the revenves of many fyavel

As you can tcll from the quotarions, DOT’s reasoning is very muddled. It does nor
 derstand thal segment boreses are purcly a fimclion of cowmnpetition among the CRS vendors. Nor
& es §t undersiand that the wrue villain [s the high peualues charged for missing the quetas. By
o1 tlawing both the penalties and the borwuses, DOT will throw cut the baby with the bath water. Tt
w 11 dry up the most relisble revenue soream that s large agencies have.

~ g'—'-———-- 2' 3;'41.--‘

, Accordingly, I propose 1o draft comments, which will be duz Maich 17, 2003, and coply
¢ ouments, which will be due May 15, 2003, on behalf of x coalition of larger agencics. We will be
@ ging DOT vo: (a) drop the proposad ban on segment bonuses or (b) just deregulate the vermus of
1L : GDS conlracts aliogether. Since it is highly unlikely that DOT will adopt the latter course of
¥ don, it will be particularly irportant to show DOT why segment bonuses are not anti-competitive.

B. Our Experience

We have fonned this coalition twice before. In 1952, I was successiui in hing comments
v sk Ied o getting DOT to drop a similar propasal ban on predustivity pricing when it outlawed
" vinnmuim-use clauses.” In 1997 and 1998, when most U.S, caniess askend i30T i ouilaw bonuses,
© : flod comments that DOT cited 22 times in the e¥planatory stalement o the new proposal.
C euriy, DOT pays aitention n ux.

i hawry iz 2 gaide, DOT s propocals will affect existing contracls 8y 200p 2§ they become
sifeclive. Therafore, if you recently signed a new Ave.year D3 contract, do not assume tal e
0w rules wili not affact your bonuses.

No other industry players have the same inferest as Targa travel agencies. No vender, third-
P 1ty supplicr, or travel-agent associstion has an interest in maintaining rhe current stream of bonus
u oney based on supplier booking fees while removing some of the more anti-competitive practices
o “the vendors and their afElisted airlines,

C. Bepreseuiaiiva

Ur fiat fec will be 52,000 per agency, and we nosd 2 minimum number of agancies 1o join
il © coahtlion In order to be viable.

it you gzcide 10 join, we wiil biil you fin 32,000 au Apsil i, und pyiuei will Sc dus within




P: esidents of Large Travel Agencics
P.ged
ryoruary 7, 1003

S{ days.

We propose to submit our 231630 page comments an March 17 and our 10-tw-20 page reply
cc uments on May 15 on behalf of your agency, 1ogether with other large agencies who juin the
cc alition. At your request, we will send you a draft of comments by March 10, and we wili necd
yo ar proposed sovisions by MLl 13,

Yorar pgzeemont 1 the termis of this letter will also represent your sgrezment that we may
80 Sept the same cowpensaiion Tom ihe oder agencics wid CEO0SC 0 AV U iCplvavul WS 6t
dr 1fting and/or submitting the comments.

Y. Agreemnent
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AFFIDAVIT OF DR. GARY J. DORMAN

| QUALIFICATIONS

My name is Gary J. Dorman. I am an economist and a Senior Vice President of National
Economic Research Associates, Inc. (NERA), wherg I specialize in antitrust economics. I have
conducted research on the arrline industry during the past twenty-eight years and have published a
number of articles on the subject. T have been a consultant on airline issues to the World Bank, the
U.S. Civil Aeronautics Board (CAB) and numerous air carriers. I have testified as an expert
witness on antitrust issues in the airline industry in various proceedings before the U.S. District
Courts, the Canadian Competition Tribunal, the European Commission, the U.S. Department of
Transportation and the U.S. Civil Aeronautics Board.

I'have studied airline computer reservation systems (CRSs) during the past nineteen years
and have written a number of reports concerning CRSs. I have testified as an expert witness on
CRS:s in various proceedings before the U.S. District Court for the Central District of California,
the Canadian Competition Tribunal, the Court of Arbitration of the International Chamber of
Commerce (London), and by affidavit before the U.S. Department of Transportation. My
qualifications are described in detail in Attachment 1 to this affidavit.

NERA has been retained by counsel for American Airlines to address certain economic
issues that have arisen in this proceeding. Over the years, I have provided consulting services and
expert testimony to American Airlines and to Sabre in various matters. However, the opinions
expressed in this affidavit are my own, and do not necessarily reflect the views of American

Airlines or Sabre.
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II. RECENT CHANGES IN THE INDUSTRY

A. Changes in the airline business
There have been important changes on both the demand side and supply side of the

airline business, particularly since September 11, 2001. On the demand side, business travel
has decreased in overall volume while business travelers have exhibited an increased elasticity
of demand—i.e., greater price sensitivity. On the supply side, there has been rapid worldwide
expansion of low-fare carriers such as Southwest, AirTran, JetBlue, WestJet, Ryanair and
easyJet, driving down fares wherever they fly. The combination of these demand and supply
factors has caused substantial declines in revenues for American and the other traditional

network airlines.

B. Changes in the CRS business
All four of the current CRSs were initially developed and owned by airlines. A

fundamental change has occurred in the CRS business with the airlines having spun off the
three largest CRSs to non-airline owners. Sabre is now 100 percent publicly owned. Galileo is
100 percent owned by Cendant, itself a publicly-owned company. Amadeus is 40 percent
publicly owned.! Worldspan’s three airline owners—Delta, Northwest and American—have
recently announced an agreement to sell their entire interest to a newly-formed company that
has no airline ownership. As a consequence, Sabre, Galileo and Amadeus—soon to be joined

by Worldspan—no longer share the economic interests of the airlines. They must answer to

" The remaining shares have been retained by three founding European airlines that currently hold 59.92% of the
company: Air France (23.36%), Iberia (18.28%) and Lufthansa (18.28%). See www.amadeus.com/en/40/40.jsp.



-3-

public shareowners that expect growing revenues and profits rather than to airline owners that
want low-cost, efficient distribution systems.

Another important change in the business is that CRS revenues have shifted away from
CRS subscriber fees charged to travel agencies and toward CRS booking fees charged to
airlines. This has become possible due to a shift in the balance of economic power between
CRSs and airlines, as discussed in subsequent sections of this paper. Important consequences
have been spiraling “productivity payments” (i.e., rebates) paid by CRSs to travel agencies,
sustained by spiraling booking fees paid by airlines to CRSs. This has occurred despite the
development and growth of a number of less-costly alternatives to the traditional travel

agent/CRS distribution channel. The reasons are discussed in the following sections.

III. EcoNoMIC FORCES IN THE CRS BUSINESS

A. Travel agency incentives

A key feature of the CRS business is that travel agencies select their CRS vendors, but
it is the airlines that have to pay for those CRS services in the form of booking fees. The travel
agencies have no incentive to choose among CRSs based on their levels of booking fees
because the travel agencies do not pay them. In fact, travel agencies’ incentives are opposite to
those of the airlines because a portion of the booking fees collected by CRSs is typically passed
back to the travel agencies in the form of rebates. Consequently, higher booking fees can
translate into higher rebates paid to travel agencies, while at the same time they impose higher
distribution costs on airlines.

In this setting, travel agencies have no incentive to “conserve” on CRS services because

most (measured by volume of bookings) get those services essentially for free. Indeed, travel
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agencies effectively are paid to use the CRSs because booking fee rebates paid to travel
agencies generally exceed their CRS subscription fees. Even if the internet could provide
similar functionality to CRSs with respect to providing information (schedules, fares, seat
availability), processing reservations (flight bookings, seat assignments, fare collection) and
producing documents (itineraries, receipts, etc.), travel agents are not likely to use the internet
unless they are somehow induced to give up their CRS “productivity” rebates.

It should be noted that travel agents’ heavy use of “free” CRS services closely parallels
consumers’ heavy use of travel agencies. Under the regime that existed in this industry for
many years, airlines paid high travel agency commissions. This meant that compensation for
travel agency services was built into airline fares, whether used by consumers or not. Thus,
travel agency services were viewed as “free” to consumers.

With the reduction and eventual elimination of base commissions, travel agencies have
generally moved to a fee-for-service model. Naturally, these fees have discouraged some
consumers from patronizing travel agencies, instead choosing lower-cost or free distribution
services such as third-party and airline websites or 1-800 airline reservation lines. The general
principle underlying these changes in travel agency compensation is that direct-purchasing
consumers should not be made to subsidize those who wish to use travel agents, just as
investors who choose low-cost internet stockbrokers should not be forced to pay higher fees to

subsidize those investors who prefer full-service stockbrokers.

B. CRS codes of conduct
In the 1980s, the U.S. and the EU adopted codes of conduct for CRSs. These rules were

originally aimed at preventing potential abuses by airlines that owned CRSs, which might take
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the form of a CRS owner using its position as an airline to disadvantage other CRSs, or an
airline using its position as a CRS owner to disadvantage other airlines. While there have been
some modest amendments over the years, the key provisions remain: (1) anti-bias rules
eliminating computer screen preferences and other forms of discriminatory treatment of airline
information; (2) mandatory participation rules requiring CRS-owning airlines to participate
equally in all CRSs; and (3) uniform booking fee rules preventing preferential deals between
individual airlines and CRS:s.

The separation of ownership of CRSs and airlines has largely removed the concerns that
fostered these rules. Indeed, the rules are now an impediment to the functioning of normal
market forces that might otherwise help to limit booking fee increases over time. As discussed
below, the consequence of the dual requirements of mandatory participation by CRS owners
and uniform booking fees across all airlines is that no airline has the ability to bargain
individually for lower booking fees. While the original intent of the rules was to preserve and
promote competition between CRSs, the current outcome is that they suppress competition

between CRSs from the perspective of the airlines.

C. CRS alternatives
While some travel agency locations use more than one CRS, the travel agency
subscriber lists for the four CRSs are sufficiently distinct that an airline’s participation in any
one of the four cannot substitute for its participation in any of the remaining three CRSs.
Because of these differences among the four subscriber bases, withdrawing from one CRS,
even if allowed under the U.S. and EU rules, would today almost certainly cost an airline more

in lost ticket revenues initially than any savings it might achieve on booking fees. And even if
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an airline could recapture those “lost” bookings through another CRS, its total booking fees
would not decline because all four CRS vendors charge similar prices. There is no low-priced
CRS vendor and, under current circumstances, there is no incentive for any of the four vendors
to lower its booking fees.

In other industries, suppliers can deal with distinctions in clientele among alternative
distribution channels by means of differential pricing. This may entail the use of incentives
such as discounts to convince consumers to change their shopping patterns. It may also involve
incentives such as promotional allowances to induce retailers or other intermediaries to change
their distribution practices. These incentives, which often take the form of differential pricing,
stimulate competition among distribution channels, and consumers in such markets are the
ultimate beneficiaries. In this industry, however, with the CRS rules and uniform published
fares across all CRSs, airlines have virtually no ability to influence travel agency CRS choices
and only a limited ability to influence consumer choices among ticket distribution channels
(using such methods as web-only fares or online booking bonuses).

There do exist some substitution possibilities from the airline perspective: direct
reservations, airline websites and certain third-party websites such as priceline.com. These all
involve substitution for the entire travel agent/CRS distribution channel, not just for CRSs
alone. While the trend is toward more internet and direct bookings of airline tickets, it clearly
has not been sufficient to constrain the ever-rising levels of booking fees charged by the CRS
vendors. Over time, as American Airlines’ internet penetration increases, it may become less
important for American to be present to the same extent in every CRS. The CRS rules,

however, require airlines that own CRSs to participate at the same level in all CRSs. “Parity


http://priceline.com
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clauses” in the participating carrier agreements between CRS vendors and airlines impose
similar requirements—even on airlines that do not own a CRS.

Lower-cost alternatives to the existing CRSs that could be used by travel agencies may
be unlikely to develop. This is because travel agencies rely on their CRS booking fee rebates
as a revenue source, and they probably would not use the internet as a substitute unless they are
induced somehow to give up those rebates. The escalating levels of rebates that the CRS
vendors pay to travel agencies suggest that the vendors view switching by travel agencies from
one CRS to another as a real possibility. This does not, however, demonstrate that switching
would occur in response to a major airline’s withdrawal from one CRS. It only shows that
travel agencies may threaten to switch in response to the competing financial incentives offered

to them by the CRS vendors.

D. CRS booking fees

At present, there is no incentive for the CRS vendors to compete by reducing their
booking fees. A unilateral cut in its booking fee would not result in greater booking volumes
for an individual CRS, but would reduce its ability to pay rebates to travel agencies. Those
lower rebates would likely cause a reduction in its travel agency subscribers and thereby a
reduction in its bookings and booking fee revenues. This disincentive to reduce booking fees is
compounded by the mandatory participation rule and the requirement of uniform booking fees
for all airlines. Moreover, given the already high market penetration of CRSs among travel
agencies, the rebates paid by CRS vendors do not benefit the airlines by automating more
agencies and thereby enhancing ticket distribution. Instead, these rebates are effectively a zero-

sum game among CRSs that ultimately transfers substantial airline revenues to travel agencies.
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American Airlines has no realistic options but to acquiesce to booking fee increases,
since it has two unattractive alternatives. First, under the existing CRS rules, it could reduce its
participation level in another CRS—as long as it also did so in Worldspan. (This may be
prohibited under the “parity clauses” in the participating carrier agreements between CRS
vendors and airlines.) While this may lower its booking fees somewhat, it is likely to be a poor
business decision because the loss in revenues from lower ticket sales would probébly be
significantly greater than the savings in booking fees. Second, under the existing CRS rules, it
could withdraw completely from another CRS as long as it also withdraws from Worldspan,
which undoubtedly would cause massive revenue losses relative to the booking fees saved.

Without the combination of the mandatory participation rule and the requirement of
uniform booking fees, an airline could reduce its level of participation or withdraw completely
from an individual CRS—or at least use the threat of doing so—to negotiate for lower booking
fees. This is what would likely happen in an unregulated CRS market. While there would be a
significant cost to any major network airline that implemented this strategy, it could put
pressure on a CRS to reduce its booking fee to that airline, rather than risk lost bookings and a
possible loss of travel agency subscribers because its CRS service would be degraded. Such a
scenario might represent a cost-effective strategy to reduce booking fees—but only if a CRS
could respond by reducing its fee to an individual airline, a practice prohibited under the
current CRS rules.

The non-discrimination rule insulates the CRSs from having to negotiate with their
airline customers, thereby encouraging cartel-like behavior that stabilizes booking fees at high

levels. Such pricing practices would not likely survive in a competitive marketplace. In fact,
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volume discounts and individually-negotiated prices are commonplace in many competitive
industries, and they tend to benefit all buyers by undermining rigid pricing structures that
would otherwise suppress price competition. The rules that ban them in the CRS business are
an intrusion on an important market mechanism that ordinarily would help to restrain booking
fee increases, with the result that all airlines are required to pay high prices.

Attempts to justify this market intervention often refer to the need to “protect” smaller
airlines from having to pay higher booking fees than those that the larger airlines might be able
to negotiate. If the requirement of uniform booking fees were to be repealed, it is not clear that
smaller carriers would pay significantly more than larger carriers. Although the former may
lack large passenger volumes, smaller carriers may have similar bargaining strength. This is
because direct distribution alternatives such as the internet and 1-800 telephone reservation
lines are close substitutes for travel agents from the perspectives of many of the customers of
the smaller carriers. Such carriers typically offer mainly point-to-point services, have simpler
route and fare structures, and do not provide international travel—all of which reduce the need
for travel agency services.

The most successful smaller carriers derive a high proportion of their revenues from
direct sales. In other words, the bargaining power of smaller airlines may be based less on their
passenger volumes and more on their distribution alternatives, and may well be more effective
than the bargaining strength of larger carriers. Moreover, CRS vendors will want to retain the
business of smaller carriers because it lowers their CRS unit costs and increases the
attractiveness of their CRSs to travel agencies. In any event, there is no basis to assume that

smaller carriers will pay even higher booking fees than those already established by the CRS
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vendors, or that smaller carriers are best protected by imposing high booking fees on the larger
carriers.

Rather than protecting airlines, the uniform pricing rule quashes any incentives for
CRSs to attract incremental business by offering booking fee discounts for incremental
bookings. That would represent a pro-competitive CRS practice that is prevalent in virtually all
other travel-related businesses. The consequence of all these economic factors is that the CRS
vendors are able to charge high booking fees and to implement annual price increases with few
competitive constraints. Indeed, there is no evidence that CRS booking fees are related to the

actual costs of the vendors.

E. Harm to airlines

High CRS booking fees harm the airlines, particularly the traditional network airlines
that distribute a large proportion of their tickets through travel agencies. Increasingly in the
airline industry, ticket prices are determined by the low-fare carriers that generally bypass the
travel agency channel in favor of lower-cost distribution channels. The result is that traditional
network airlines must absorb a substantial portion of the booking fees in order to remain
competitive on pricing. If they try to pass along the ever-rising booking fees to their customers,
they will often lose business to low-fare airlines that can avoid CRS booking fees.

The high booking fees exploit airlines that are in the midst of a financial crisis. The
recent pattern of severe losses by traditional network airlines must be reversed. Without the
necessary cost savings, many of these network carriers will disappear. This will be to the

detriment of consumers, who will have fewer competitive choices, as well as to the detriment
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of the global transportation network, which cannot be sustained solely through point-to-point
airlines that have limited route structures and do not interline with other carriers.

Ironically, the high booking fees are weakening the very carriers that are most
dependent on travel agencies for distribution. The threat to the survival of traditional network
carriers is also a direct threat to the travel agencies and the CRS vendors that equip them.
Moreover, consider the short-term responses by the CRS vendors to the shrinkage of traditional
carriers and the resulting decline in the volume of CRS bookings. They may react by
increasing booking fees to even higher levels while raising incentive payments to travel agents

to gain more of a shrinking pie—theraeby causing the pie to shrink still further.

IV. INFORMATION AND THE ROLE OF MIDT

A. Benefits of information

It is widely recognized by economists that the availability of accurate and timely
information will generally improve the functioning of markets. On the supply side of a market,
better information allows producers to more closely tailor their products (or services) and
prices to satisfy the needs of consumers. On the demand side of the market, better information
allows consumers to compare the relative merits and prices of various products (or services)
and to identify those that best meet their needs.

This is not to suggest that more information will universally and unambiguously
improve the functioning of markets. First, information is generally costly to collect and
process, and is subject to diminishing returns. This means that beyond a certain point, the costs
of providing more information will outweigh the benefits. Second, it is possible to hypothesize

market conditions under which more information may actually enable, or at least encourage,
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non-competitive outcomes. One example might be the availability of information about
competing bids prior to the award of a contract in a sealed-bid competition. Another possible
example, suggested by Professor Alfred Kahn, was cited in the NPRM (at 69403) and is
discussed below.

In the case of the airline industry, the increasing availability to consumers of real-time
information on schedules, fares and seat availability has unquestionably led to more intense
competition among airlines. This has been brought about largely through two technological
revolutions: (1) beginning in the 1980s, the development of CRSs, which provide a wide range
of airline information to travel agents and, indirectly, to consumers; (2) beginning in the 1990s,
the development of the internet, which provides a greater breadth and depth of airline

information directly to consumers.

B. Benefits of MIDT

One issue raised in the NPRM at 69401-69404 is whether the present composition and
distribution of MIDT information has had the effect of distorting or suppressing airline
competition. A preliminary observation is that the industry today shows no signs of a lack of
competition—prices are low and monopoly profits are nowhere in evidence. Moreover, the
types of airlines claimed to be disadvantaged by current MIDT practices—particularly smaller,
lower-cost carriers—generally are outperforming the larger network airlines said to be the
primary beneficiaries of MIDT.

Airlines use MIDT for two main purposes: route planning and sales initiatives. For
network carriers, MIDT constitutes the best available source of data on market demand. Itis

superior to the DOT-mandated origin-destination (O&D) data because of its timeliness and the
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fact that it represents reasonably complete data for the travel agency distribution channel, as
contrasted with the sample data from which the O&D survey is constructed. MIDT is
somewhat less useful to low-cost, point-to-point carriers because they generally emphasize
direct distribution of their tickets. This results in smaller proportions of their passengers using
travel agents, which is the distribution channel represented in MIDT.

Accurate and timely data on demand are especially important in the airline industry
because it supplies a perishable product that cannot be inventoried. Once a flight departs, any
potential revenue from empty seats is lost forever. Route planners must therefore optimize
their schedules without the possibility of placing excess product into inventory—an option
available to most other industries. A diminution in the timeliness, breadth or accuracy of the
available MIDT data may cause a significant decline in the performance of network carriers, to
the detriment of their customers as well as their employees and stockholders.

The second major use of MIDT is for airline sales initiatives, especially travel agency
incentive (override) programs and corporate discount programs. MIDT is considered to be the
most efficient way for airlines to monitor their agreements with travel agents, and is used to
manage some corporate accounts as well. Without access to certain MIDT data disaggregated
to the level of an individual travel agency, such incentive programs would become more
burdensome for airlines and travel agencies to administer. The likely consequence is that
incentive programs would become more costly—and therefore less attractive—to airlines, with
those higher costs ultimately passed along to travel agents (in the form of reduced incentive
payments), consumers (in the form of higher travel agent fees) and corporate customers (in the

form of lower discounts).
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As recognized in the NPRM at 694404, overrides are a valid form of competition with
analogs in other industries: “We are not finding that override commission programs are
anticompetitive. Firms commonly may reward distributors for producing higher sales.” Yet
the NPRM goes on to suggest that “the proposed changes could additionally promote
competition by weakening the ability of the largest airlines to use incentive commission
programs that leverage an existing dominant market share to obtain a larger market share.” If
the Department has now determined that override programs are anticompetitive, then it should
ban them directly rather than adopting the indirect approach of raising their costs to make them
less attractive to airlines. Conversely, if overrides are not viewed as anticompetitive, then
adopting rules that raise their administrative costs serves no useful purpose and merely harms
airlines, travel agents and consumers.

This issue leads back to the previous discussion of the possibility that more information
may actually enable, or at least encourage, non-competitive outcomes. As noted above, the
NPRM (at 69403) includes a lengthy passage from Professor Alfred Kahn:

[T]here is the familiar fact that in an oligopolistic industry, the negotiation of

special, preferably secret deals with large buyers or distributors in a position to

threaten to supply their own needs or take their business elsewhere is a

particularly effective form of competition, reflecting an exercise of

countervailing power on the buying side of the market, in an oligopoly whose

members will typically be reluctant to cut prices openly and across the board,;

and that the prohibition of any such special deals or a requirement of their full
disclosure and equal availability, in advance, to all comers, will discourage it.

The NPRM (at 69403) cites Professor Kahn’s statement in support of the proposition
that “keeping fares and sales secret from competitors can further competition in the airline

industry.” The NPRM does acknowledge that Professor Kahn’s statement was made in a
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“somewhat different context, the question of the competitive impact of Orbitz and its most-
favored-nation clause.” Yet it appears to miss the central lesson of Professor Kahn’s statement:
[T]he negotiation of special, preferably secret deals with large buyers or
distributors...is a particularly effective form of competition...and that the
prohibition of any such special deals or a requirement of their full disclosure and
equal availability, in advance, to all comers, will discourage it. [emphasis added]
The two key points that apply to this CRS proceeding are: (1) corporate discounts and travel
agency incentive programs—i.e., secret deals with large buyerﬁ and distributors—can be an

effective form of competition; and (2) a prohibition of such deals—or rules that make such

deals more difficult to administer—will discourage competition.
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affidavit: 9/28/87, 11/5/87, 11/19/87; by deposition: 11/29/88, 11/30/88, 12/1/88,
1/4/89, 1/5/89, 1/6/89

In Re Air Passenger Computer Reservation Systems Antitrust Litigation,

U.S. District Courts, MDL 667 ER (Tx), by deposition: 11/13/87, 12/8/87, 12/9/87; by
declaration: 1/12/88, 1/28/88, 3/24/88, 10/20/89; at trial (Central District of
California): 11/8/89, 11/9/89, 11/29/89

Wendy's International, Inc. v. Pepsico, Inc.,

U.S. District Court (Southern District of Ohio), Case No. C2-86-1403, by deposition:
8/9/88, 8/10/88
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18.
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Coca-Cola Bottling Company of Elizabethtown, Inc., et al. v. The Coca-Cola Company,
U.S. District Court (District of Delaware), Case No. 81-48-MMS, by deposition:

8/17/88, 12/2/88, 12/3/88; at trial: 12/13/88, 12/14/88; at retrial: 2/15/90

Pacific Express, Inc. and Pacific Express Holding, Inc. v. United Air Lines, Inc.,
U.S. District Court (Central District of California), Case No. CV 84-5185-ER (Mcx), by

declaration: 7/16/90, 11/8/90; by deposition: 7/18/90

Contractors Equipment Company v. Gehl Company, et al.,
Superior Court of the State of California (County of San Diego), Case No. 614335, by
deposition: 12/20/90; at trial: 5/21/91

In Re Domestic Air Transportation Antitrust Litigation,
U.S. District Court (Northern District of Georgia), Master File No. 1:90-CV-2485-

MHS & MDL No. 861, by affidavit: 3/1/91, 5/28/91; at hearing: 6/5/91

Woatts Health Foundation, Inc. v. Arthur Andersen & Co., et al.,
Superior Court of the State of California (County of Los Angeles), Case No. C 657708,
by deposition: 5/29/91, 5/30/91, 6/10/91, 6/11/91, 6/24/91

In Re Nintendo Antitrust Litigation,
U.S. District Court (Southern District of New York), Civil Action No. 91 Civ. 2498

(RSW), by affidavit: 9/12/91; at hearing: 9/26/91

Taco Bell Corp. v. Specialized Bicycle Components, Inc.,
Superior Court of the State of California (County of Orange), Case No. 634983, by
deposition: 11/13/91

DMII, 1td., et al. v. Hospital Corporation of America, et al.,
Superior Court of the State of Georgia (County of Muscogee), Case No. 88C-3076, by
deposition: 9/22/92

Continental Airlines, Inc. v. American Airlines, Inc. and AMR Corp. and Northwest

Airlines, Inc. v. American Airlines, Inc. and AMR Corp.,
U.S. District Court (Southern District of Texas), Civil Action Nos. G-92-259 and

G-92-266, at hearing: 3/1/93; by deposition: 5/26/93, 5/27/93; at trial: 7/29/93,
7/30/93, 8/2/93

The State of New York v. The Keds Corporation, et al.,
U.S. District Court (Southern District of New York), Civil Action No. 93 Civ. 6708

(CSH), by affidavit: 1/19/94

P.C. Holding, Inc., et al. v. Arthur Andersen & Co.,
Superior Court of the State of California (County of Los Angeles), Case No.
VC012081, by deposition: 5/5/94, 5/6/94
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The Roman Catholic Bishop of San Diego, et al. v. The Reader's Digest Association,

Inc. and QSP, Inc.,
U.S. District Court (Southern District of California), Case No. 93-1953 IEG (CM), by

declaration: 6/4/94

Noise Reduction, Inc.. et al. v. Nordam Corp., United Technologies Corp., The Boeing
Company, et al.,

U.S. District Court (Northern District of Illinois), Case No. 90 C 6497, by deposition:
12/6/94

Litton Systems v. Honeywell, Inc.,
U.S. District Court (Central District of California), Case No. CV 90-4823 MRP, by

deposition: 8/14/95, 8/15/95, 8/16/95, 10/4/95; at trial: 1/8/96, 1/9/96, 1/10/96,
1/11/96, 1/12/96

The State of New York v. Reebok International Ltd., et al.,
U.S. District Court (Southern District of New York), Civil Action No. 95 Civ. 3143
(JGK), by affidavit: 9/27/95

Blind Design, Inc. v. Hunter Douglas, Inc., et al.,
Superior Court of the State of Califonia (County of San Diego), Case No. 686230, by
declaration: 2/20/97; by deposition: 2/28/97, 3/1/97

PepsiCo, Inc. v. Steak 'n Shake, Inc.,
U.S. District Court (Southern District of Indiana), Case No. IP-95-580-C-B/S, by
deposition: 8/26/98

Electric Lightwave, Inc. v. U S West Communications, Inc.,
U.S. District Court (Western District of Washington), Case No. C97-1073Z, by

deposition: 1/15/99; at arbitration: 2/24/99, 2/25/99

PepsiCo, Inc. v. The Coca-Cola Company,
U.S. District Court (Southern District of New York), Case No. 98 Civ. 3282 (LAP), by

declaration: 11/12/99, 2/15/00; by deposition: 8/22/00, 8/23/00

Epicenter Recognition, Inc. v. Jostens, Inc.,
U.S. District Court (Central District of California), Case No. SA CV 99-00195 DOC
(EEX), by declaration: 6/19/00; at trial: 4/19/01

United States v. AMR Corporation, American Airlines, Inc., et al.,
U.S. District Court (District of Kansas), Case No. 99-1180-JTM, by deposition:

10/24/00, 12/14/00, 12/15/00; by declaration: 1/4/01
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MetroNet Services Corp.. et al. v. U S West Communications, Inc.,
U.S. District Court (Western District of Washington), Case No. C00-0013C, by
deposition: 1/26/01

Wolens, et al. and Gutterman, et al. v. American Airlines, Inc.,
Circuit Court of Cook County Illinois, Case Nos. 88 CH 7554, 89 CH 119, 95 CH 982
(consolidated), by affidavit: 2/14/01; at hearing: 4/6/01

TESTIMONY BEFORE THE U.S. CIVIL AERONAUTICS BOARD (CAB)
AND THE U.S. DEPARTMENT OF TRANSPORTATION (DOT)

1.

10.

Chicago-Midway Low-Fare Route Proceeding,
CAB Docket #30277, by written testimony: 1/23/78; at hearing: 2/10/78

Transcontinenta] Low-Fare Route Proceeding,
CAB Docket #30356, by written testimony: 3/30/78; at hearing: 4/19/78

California-Nevada Low-Fare Route Proceeding,
CAB Docket #31574, by written testimony: 4/10/78

Application of Eastern Air Lines, Inc. for Approval of Acquisition of Control of
National Air Lines, Inc.,
CAB Docket #34226, by written testimony: 2/21/79; at hearing: 2/22/79, 2/23/79

Texas International-Continental Acquisition Case,
CAB Docket #39285, by written testimony: 5/8/81; at hearing: 5/19/81, 5/20/81

Pacific Division Transfer Case,
DOT Docket #43065, by written testimony: 7/16/85; at hearing: 8/12/85

NWA-Republic Acquisition Case,
DOT Docket #43754, by written testimony: 4/24/86, at hearing: 4/30/86, 5/1/86

U.S.-London Gateways Case,
DOT Docket #44432, by written testimony: 12/9/86; at hearing: 1/8/87

In Re Computer Reservations Systems,
DOT Docket #46494, by affidavit: 1/4/90

Notice of Proposed Rulemaking, Computer Reservations System Regulations,
DOT Docket #0ST-96-1145 (49812), by affidavit: 10/2/96
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TESTIMONY IN OTHER PROCEEDINGS

1. Testimony before the New York State Senate Finance Committee and Assembly Ways

and Means Committee, Joint Hearing on the State Operations and Capital Projects
Budgets, at hearing: 1/22/86

2. Testimony before the New York State Senate Finance Committee and Assembly Ways

and Means Committee, Joint Hearing on the State Operations and Capital Projects
Budgets, at hearing: 1/25/88

3. Testimony before the Competition Tribunal of Canada, In the Matter of the Combination

of the Reservec and Pegasus Computer Reservation Systems into the Gemini Group,
CT-88/1, by written testimony: 3/9/89, 3/22/89, 4/20/89; at hearing: 4/27/89

4. Testimony before the Competition Tribunal of Canada, In the Matter of an Application

by the Director of Investigation and Research under Section 106 of the Competition

Act, R.S. 1985, c. C-34 to Vary the Consent Order of the Tribunal Dated July 7, 1989,
CT-88/1, by written testimony: 1/18/93, 1/28/93; at hearing: 2/12/93

5. Testimony before the American Arbitration Association, In Re American Airlines, Inc.
and Association of Professional Flight Attendants, 1994 Interest Arbitration, at hearing:
10/19/94

6. Testimony before the European Commission, British Airways/American Airlines

Allance, Case No. IV/36.089, at hearing: 2/3/97, 2/4/97

7. Testimony before the European Commission, Boeing/McDonnell Douglas, Case No.
IV/M.877, at hearing: 6/12/97, 6/13/97

8. Testimony before the Court of Arbitration of the International Chamber of Commerce,
London, In the Matter of an Arbitration between Worldspan, L.P. and Abacus
Distribution Systems Pte Ltd. and others, by written testimony: 12/4/98, 3/5/99; at
hearing: 5/17/99

9. Testimony before the Competition Council (Conseil de la concurrence) of France,

Related to the Concentration between the Boeing Company and the Jeppesen Group,
A 333, by written testimony: May 2001; date of hearing: 6/12/01

10. Testimony before the Competition Tribunal of Canada, In the Matter of an Application
by the Commissioner of Competition under Section 79 of the Competition Act, R.S.C.
1985, ¢. C-34, as Amended; And in the Matter of the Regulations Respecting Anti-
Competitive Acts of Persons Operating a Domestic Service, SOR/2000-324 Made
Pursuant to Subsection 78(2) of the Competition Act; And in the Matter of Certain
Practices of Anti-Competitive Acts by Air Canada, CT-2001/002, by affidavit: 8/3/01,
8/20/01, 11/11/02, 11/25/02; at hearing: 1/23/03, 1/24/03, 1/27/03, 1/28/03
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Press Releases

1. FD (FAIR DISCLOSURE) WIRE (12.13.02) Event Brief of Sabre Holdings 2003
Financial Outlook Analyst Conference Call - Final

CORPORATE PARTICIPANTS

. Bill Hannigan, Chairman & CEO . Karen Fugate, VP of IR . Jeff Jackson,
CFO . Sam Gilliland, President & CEO of Travelocity

OVERVIEW

4Q02 EPS estimate to be in the range of $0.12-0.15 before special items vs.
previous estimate of $0.20-0.25. Before special items, 2002 EPS forecast
will be adjusted from $1.85-1.95 to $1.77-1.80. Q&A Focus: Expectations,
cost reduction programs, Travelocity, etc.

FINANCIAL DATA

A. Key Data From Call 1. 4Q02 EPS estimate = $0.12-0.15 before special
items. 2. 2002 EPS forecast = $1.77-1.80 before special items. 3. Expected
EBITDA = $430m. 4. Forecast for free cash flow = $250m. 5. Projected EPS
for 2003 before special items = $1.78-1.88. 6. On a GAAP basis, EPS for
2003 = $1.54-1.64. 7. Projected CAPEX for 2003 = $90-100m. 8. Expected cash
balance at the end of 2003 = $1.1b.

PRESENTATION SUMMARY

S1. BUSINESS OVERVIEW (B.H.) 1. 2002 continues to be a challenging
uncertain time for the travel industry. 2. Earlier in 2002, it appeared
that the industry had a real momentum and was recovering at a healthy clip,
but by mid 2Q02, the recovery had stopped and demand has been disappointing
ever since. 3. TSG expects to see improved revenue picture for all four of
its companies in 2003, but will continue to be in a demand challenged
environment. 4. There is a reduced forecast for airline capacity in 2003 in
spite of GDP growth forecast in 3% range. 5. Expects top line to be a
better one in 2003, especially Travelocity growing in excess of 40% vs. the
disappointing low single digit growth in 2002.

S2. 4Q02 & 2002 PROJECTIONS (B.H.) 1. Low travel demand combined with a
venture capital write down, deferred revenue in Latin America, and some
other cats and dogs expected to be taken in 4Q02 makes it necessary to
lower 4Q02 EPS estimate to a range of $0.12-0.15 before special items vs.
previous estimate of $0.20-0.25. 2. Therefore before special items, 2002
EPS forecast will be adjusted from $1.85-1.95 to $1.77-1.80. 3. Expects
2002 total co. revenue growth in the range of negative 3-4%. 4. Expects
EBITDA to be about $430m. 5. Expect free cash flow to be approx. $250m. 6.
Wwhile three of TSG's four companies performed admirably on the earnings
line in 2002, all four dealt with pressure on the top line throughout the
year. 7. Aggressive cost management was key for the three full year
wholly-owned companies coming in at an aggregate 110% of operating earnings
plan for 2002. 8. On a consolidated basis, TSG will miss its original full
year earnings target by 2-3%. 9. TSG entered 2002 with a strong BS and exit
with an even stronger BS. 10. In TM&D, TSG's operating margins grew by
several points in 2002 in GDS business while maintaining the highest
customer satisfaction scores in the industry. 11. In Airline Solutions,



TSG's top line revenue grew and operating margins improved from zero to 10%
in 2002. 12. In GetThere, TSG cut operating losses in half and grew revenue
by approx. 100%. 13. Travelocity lead the industry in a whole host of
critical areas, but 2002 was a disappointing year. 14. TSG bought in
Travelocity during 2Q02 and quickly put right leaders in place and has
allocated the investment dollars to take one of the all time great .coms to
the next level.

§3. 2003 PROJECTIONS (B.H.) 1. The plan does not take into account any
impacts, which may or may not come from the DOT's recently announced
proposed rule making. 2. The plan does not include any assumptions around
increased hostilities in the world or structural change in the airline
industry in North America. 3. The impact of possible M&A activities are not
included in the plan. 4. The plan does include several important
assumptions from industry growth to pricing to investment levels. 5. TSG's
projected 2003 EPS before special items is between $1.78-1.88. That's
approx. zero to 5% growth YoverY. 6. On a GAAP basis, EPS is expected to be
$1.54-1.64 representing mid single digit growth. 7. At TSG level, similar
to 2002, earnings and free cash flow generation will be very healthy, but
YoverY earnings growth will be minimal. 8. At the holding company level,
2003 is a second year of weathering the storm and aggressively managing
costs. 9. It's also a year of more aggressive investment.

S4. 2003 PROJECTIONS BY SEGMENT (B.H.) 1. Travelocity: 1. Technology
expenditure will be in $60m range. 2. Will also significantly increase
advertising spend in 2003. 3. Expects to see mid-to-high single digit
growth in revenue for full year range of $2.1-2.2b. 2., GDS: 1. should
generate operating earnings of approx. $360m during 2003, but will be
fairly flat from YoverY top line revenue perspective. 2. Will have
operating margins shrinking to about 23% due to weak demand and increased
incentive expense. 3. Will also experience technology bubble as the co. run
systems in parallel during migration to lower cost mid-range base shopping
system. 4. The full year earnings benefit of this migration will begin to
show up in 2004. 3. Airline Solutions: 1. Should grow revenues by about
10-15% vs. about 3% in 2002 and maintain operating margins in 10% range. 4.
GetThere: 1. Should grow revenues in the 25-35% range and once again cut
operating losses in half. 2. Expects to have its first positive operating
margin month during 2H03. 5. Travelocity: 1. Should grow revenues by more
than 40%. 2. Should improve operating margins from a negative 4% to a
positive 10%.

S5. UPDATE ON DOT NPRM (B.H.) 1. NPRM (Notice of Proposed Rulemaking)
addresses distribution overall, but from a TSG perspective, it is most
focused on the GDS portion. 2. The co. made it clear that it believe the
proposal put forth by the DOT is flawed. 1. They covers a wide range of
topics and includes everything from selective requlation to an attempt to
grab jurisdiction. 3. DOT simply does not have jurisdiction when it comes
to non-airline owned non-GDSs. 4. TSG will insist on a level playing field
whether be regulated or deregulated.

S6. REVENUE OUTLOOK & KEY OPERATING METRIC ASSUMPTIONS BY SEGMENT (J.J.) 1.
Travel Marketing & Distribution (TM&D): 1. Price and volume continue to be
the key levers. 2. On the pricing side, Amadeus which is one of the airline
owned GDSs announced a booking fee increase several weeks ago. 3. Amadeus
will implement an effective rate that under TSG's analysis, appears to be
approx. 4.1% globally. 4. Today, TSG is informing its airline customers of
an effective average global booking fee increase of 2.9% to be implemented
on 02/01/03. 5. The fee varies by region and by participation level. 6. For
its hotel and rental car customers, TSG announced a blended price increase
of approx. 4.8%. 1. This new pricing makes TSG's three-year DCA discount
offer more attractive to carriers looking for long-term price stability. 7.
Believes these options provide the right balance for the co. and its
alrline customers. 8. Sabre GDS continues to provide unsurpassed value for
the distribution dollar. 9. On the volume side, TSG has made several
assumptions based on industry and co. specific trends. 10. Full year
estimate for total global bookings is down approx. 2-3% from 2002 levels
and direct bookings are expected to be down 3-4% YoverY. 1l1. Important
elements in these overall assumptions are: 1. Travel industry growth of 0%.



2. Approx. one point decline in TSG's worldwide booking share. 3. Channel
shift from GDS business from traditional agency to supplier direct of four
points. 12. Worldwide booking share assumption is principally due to the
expectation of share loss in the US. 13. The largest factors are: 1. The
carryover impacts of gains by competition in the on-line channel in 2002.
2. The loss of CUC and Cheap Tickets after the acquisition by Cendant. 14.
Has included a placeholder for deals prepared to walk away from in 2003,
deals that aren't economically attractive for TSG. 15. This combination
price and volume assumptions results in flat-to-slight revenue growth
YoverY. 2. Travelocity: 1. Expecting to show significant improvement in
operating results for 2003. 1. This improvement will be the result of
efforts to double merchant sales. 2. This push of merchant content will
bolster the top and bottom line as the profitability of the merchant model
is 3-4 times that of commissionable content. 2. Significant revenue growth
will flow from the introduction of packaging capability beginning in 20Q02.
3. Expects higher conversion rates from a variety of factors including site
changes, packaging capability, new products, and increased advertising
spend. 4. In addition, the $5 service fee per air ticket will result in
$20-30m revenue for the full year. 5. Anticipates overall YoverY revenue
growth to be in excess of 40%. 3. GetThere: 1. Total transaction growth is
expected to be over 35%. 2. On the corporate side of GetThere, TSG expects
transaction growth from the existing base and from international expansion,
direct sales, and sales through distribution partners. 3. Anticipates
YoverY corporate transaction growth of over 70%. 4. On the supplier side,
until mid year, TSG will continue to feel the impact of the loss in 2002 of
ATA, America West, and National. 5. Therefore, supplier transactions are
estimated to be down 6% YoverY. 6. GetThere is working towards increasing
its revenue per transaction by offering additional products and services.
7. Overall revenue growth for GetThere is expected to be 25-35% YoverY. 4.
Airline Solutions: 1. Had a very successful year and turned the business
around in 2002. 2. Expects to reach both revenue and operating earnings
targets for 2002. 3. Also off to a great start for 2003 as the co. recently
learned that the Transportation Security Administration will be using TSG's
technology to manage its newly formed federal screener workforce. 4. TSG's
resource management systems technology will help ensure that airports have
the appropriate number of screeners at every security checkpoint, baggage
screening, and random screening at the gate. 5. Unisys has selected TSG for
this project. 6. The deal 1s a three-year contract with expected revenue of
approx. $17m in the first year and after that there are options to extend
the contract for up to four additional years. 7. All three segments of the
airline solutions portfolio, the reservations business, the products and
service business, and consulting will show growth in 2003. 8. Overall
revenue growth for Airline Solutions is expected to be in the range of
10-15%.

S7. EXPENSES & TECHNOLOGY INVESTMENT STRATEGY (J.J.) 1. TSG has increased
its revenue per employee from continuing operations by 37% since 1999. 2.
Will continue to tightly manage costs in 2003. 3. YoverY 2003 expenses are
projected to increase slightly faster than revenue. 4. Example includes
incentive costs. 1. Including incentives paid by TM&D paid to Travelocity,
average incentives per booking will grow in the high teens YoverY and will
be north ot a dollar per booking. 2. Unbundling agency contracts have
contributed to this increase. 3. However, the progress TSG has made in
unbundling also has led to YoverY reductions in communications and device
support costs which in 2003 offsets half of the total increase of incentive
growth. 5. Another example of cost reduction, the elimination of over 200
positions throughout TM&D business. 6. Other examples include a broad-base
salary increase which the co. didn't have in 2002 and will have in 2003. 7.
Health benefit costs are anticipated to increase over 10% in 2003. 8. The
transition to the new air travel shopping engine will drive some redundancy
in data processing costs until all customers are converted to the new
platform. This conversion is a multi year process. 9. This conversion is a
multi year process. 10. TSG has a keen focus on technology spend and don't
believe now is the time to cut back on that investment. 11. Total
technology investment is estimated to be more than $300m in 2003, which




includes CAPEX in the range of $90-100m. 12. Traveélocity and GetThere will
be the beneficiaries of 30% of that spend. 1. The ratio of dollar invested
to top line revenue in these businesses vs. TM&D is over 7:1. 13. Excluding
CAPEX and maintenance spend, TSG believes over 60% of its product
development spend will go towards Travelocity, GetThere, shopping, and CRM
enhancements.

S8. OPERATING MARGIN ASSUMPTIONS (J.J.) 1. Margin in TM&D is expected to be
approx. four points lower in 2002, principally due to weak demand and
increasing incentive costs, but also ongoing investments in ATSE. 2.
Travelocity operating margin for the full year is expected to be greater
than 10%. 3. GetThere should cut operating losses in half in 2003 and will
achieve a profitable month in 3Q03. 4. Operating margin for Airline
Solutions should remain in the 10% range. 5. As a whole, TSG expects over a
point decline on an adjusted basis due to the weak demand environment,
growth and incentive expenses at TM&D, Travelocity product investment, and
advertising expense.

S9. CASH FLOW & OTHER EXPENSES (J.J.) 1. Expects cash balance at the end of
2003 to be approx. $1.1b. 2. EBITDA is expected to be greater than $475m,
which represents YoverY growth of more than 14%. 3. Free cash flow is
projected to be greater than $250m. 4. 2003 CAPEX 1s projected to be in the
range of $90-100m. 1. This is higher than the 2002 guidance due to the
additional capital requirements of ATSE as well as other technology
investments that were discussed previously. 5. D&A including intangible
assets assoclated with acquisitions is estimated to be $135m. 6. D&A
excluding intangible assets from acquisitions is estimated to be $90m.
QUESTION AND ANSWER SUMMARY

Qi. Can you give us a sense why we should be so confident that you can get
such a big snap back in Travelocity in 2003? How should we assume we'll see
it through the year? Is it going to be very back-end loaded in 2003? (James
Kissane - Bear Stearns)

A. (Bill Hannigan) It will certainly be ramping up through '03. As we
talked about before, critical to growing revenues very robustly, are the
merchant hotel development which is now in place, the architecture
redesign, the revenue planning and management, and the biggie is dynamic
packaging. We talked about it before, dynamic packaging is a 2Q initiative
as far as turn up.

A. (Sam Gilliland) Couple of things to point out that relates to the year
and next year, and I'll talk a little bit about the ramp up as well. If you
look at it, pretty simplistically, you'll see that the two drivers for next
year for us are volume and rate. If you talk first about volume, we do
intend to drive more site traffic than we have this year. We've talked
about our increased advertising spend for next year already. We also intend
to improve our conversion rates. So, examples of that would be the improved
conversion we've already seen with our new P-cubed technology, which is the
new air shopping path. Through improved site usability and some of that has
occurred and we've seen it already with our improved hotel path that we
rolled out with merchant model hotels. We will roll out a new car-shopping
path in the first part of the year towards the end of April. Then, dynamic
packaging in 2Q, which again we believe will improve our conversion rates.
On top of all of those things, we will improve the way we merchandise
products and in particular how we merchandise our hotel products, which we
think will drive more conversion of hotels. So, that's really the volume
plece of it. From a rate perspective, we've already talked about the up to
$5 fee that we'll be charging on many of the airline tickets that we sell.
But, we will see this ramp up over the course of the year in our merchant
volumes. We talked about doubling our merchant volumes in air and hotel by
the end of 2003 and we certainly plan to do just that and we've developed
very detailed plans to hit that plan.

Q2. Are you seelng any other airlines looking at the US air deal with
particular interest? Why is that good for Sabre? (James F. Kissane - Bear
Stearns)

A. (Bill Hannlgan) We are in active discussions with a couple of airlines
and again, as we talked about when we rolled out the program in October, it
really was an opportunity for airlines to lock in longer term pricing and



for sabre, it was all about the offset as far as the expectation of
diminished incentive growth from a macro level, but also the sustainability
of the traditional travel agency channel and the profitability of the
traditional travel agency channel. Certainly a travel agency channel will
continue to generate significant free cash flow for the next several vears,
but taking out beyond that is always interesting to us as welil. wWe aiso
talked on our October call about the several different stakeholders in the
mix.

Q3. Just in 4Q, can you talk about what your expectations are for revenue
in different lines of business? (John Mathis - Goldman Sachs)

A. The question was for 2003 revenues?

Q4. No, for 2002? (John Mathis - Goldman Sachs)

A. (Jeff Jackson) When we close the quarter out in January, we'll talk
about the lines business. As we talked about, it's obviously very
disappointing to miss and demand is a key part of it, but also key is the
venture capital write down of the deferred revenue in Latin America. Latin
America is not a great situation right now. Spotty is probably a good
definition of it as far as the carriers and the economy is concerned.

Q5. You had a lot of time to review the current NPRM and I'm just curious
if it stays in its current state, if you've quantified, what you think the
impact will be and the timing? (John Mathis - Goldman Sachs)

A. {Bill Hannigan) We don't expect that it will stay in its current state.
The last time rules were proposed about 18 months later, the rules that
came out of the back end were about 180 out from the rules or the proposed
rules that went in the front end. I expect it's very early in this process.
The DOT has certainly put on paper what they would like to see and now it's
the Congress and it's the White House and other stakeholders. Certainly
we're not, as far as we're concerned, and just about every other player in
the industry is concerned, the process isn't off to a good start other than
the fact the constituencies have been heard and the process has already
been doubled out of the gate. Most aggressive, I would expect to see
anything being finalized would be mid-summer and I would be surprised if
that's the case.

A. Our position on this is that we will just insist on a level playing
field, regulated or deregulated, the value proposition doesn't change. We
in our GDS business have the most efficient and highest yielding channel
that any carrier could possibly go to market with.

Q6. should we expect any further cost reduction programs? I know you talked
about stepping up on technology spending but do you have anything in the
works for further cost reductions this year? (John Mathis - Goldman Sachs)
A. (Bill Hannigan) In 2003, we will continue to aggressively work costs as
we have in the past and continue to migrate to e-services for the various
ways that we support our customers. As far as the base line 1s concerned,
we've reduced our force by about 370 people last week.

Q7. Could you give us a greater sense of some of the assumptions behind
your bookings forecasts for 2003? Specifically, what do you expect in terms
of system-wide capacity reductions? How should we think about the impact of
the UAL bankruptcy? Do potential bookings there just get redistributed, or
are there any other impacts to think about? (David Togut - Morgan Stanley)
A. (Jeff Jackson) As far as UAL, I would say that's the right bet. The
contracts have been assumed in just the last 48 hours as far as the TSG
contracts are concerned with UAL. They have been very adamant about
continuing to fly through bankruptcy. At the same time, many carriers,
including UAL have talked about reduced capacity and certainly we have
cranked that into our model. S0, as you know, in the past we've talked
about GDP times 1.2 GDP forecast are running about three. Our assumption is
that then you met up against what the carriers are saying about capacity.
We took the number to zero. The latest and greatest we've seen on capacity
is a number in the zero range, so that's why we have (Indiscernible) that
so far. As far as other contributors, we talked about channel shift of
around 4%, which is a like number to the past two years.

A. (Bill Hannigan) The way we build it up first of course is to look at
travel industry growth, which is of course the biggest wild card. We're
planning on zero. You can see data that would suggest it might shrink. You




(Larry Robinson - Glenview Capital)

A. Our expectation is that there would be a lag in it, but that it would
dampen incentive growth from a macro perspective as far as less money in
the system. We talked earlier not that I would necessarily buy the direct
trade-off, but price increase and incentive increase, they're like numbers.
Certainly, the travel agency community knows what the price is in the
marketplace, what the price incentive 18 in the marketplace, and it fuels
acquisition and retention costs in the travel agency channel. We also would
expect to dampen channel shift with all fares, all data available in the
traditional travel agency channel, your expectation wouldn't be necessarily
4-5 points of shift as we've seen over the last several years, but maybe a
dampening of that. Each point of shift is worth $6-9m from an earnings
perspective as well. We didn't talk about the technology bubble and
technology bubble expense in '03 as we migrate to the midrange systems is a
pretty meaningful number in 15-20% range from a YoverY perspective, '03
over '02, and you start calling (Phonetic) that back in '04. when you're
stacking up costs and you look at a company our size, certainly things like
salary increases add up.

Q19. Can you just help me understand why it makes sense to spend 1,300 bps
of price in order to recapture 200 bps of volume? How does that trade make
any sense? (Larry Robinson - Glenview Capital)

A. It's all about the sustainability of the model, the expectation of what
does and doesn't happen incentives in concert with several other
initiatives already underway. It also goes to a recognition of the DOT
getting very involved in distribution in our industry and creating a
platform that allows us to increase price when at the same time putting it
off on the marketplace it allows the airlines to get what they've been
asking for, which is price stability.

Q20. You're going to end up with a $1.1b in cash at the end of next vear
and $700m in cash net of debt. I know you've talked about strategic
acquisitions, but the business even in a year as difficult as '02 generated
$250m of free cash flow. There aren't any conceivable set of circumstances
that see out there that would have you being cash users in any particular
period other than for things such as acquisitions. Why doesn't share
repurchase or meaningful dividend make sense relative to $18 stock price
when it made sense with $24 stock price? (Larry Robinson - Glenview
Capital)

A. You're right. $250m is also the number for free cash flow for '03. I
expect that you're right as well that we are not a user of cash except for
M&A and we will continue to keep an eye on the stock buyback side. At the
same time the only variable you didn't mention was the rainy day fund based
on what's going on in the world in the industry right now.

Q21. Can you tell us exactly what type of bookings on Travelocity are going
to generate this $5 fee? What portion of total bookings those would have
been in '02 that would have generated a $5 fee? (Jennifer Bergen - Merrill
Lynch)

A. Our expectation is that the incremental $5 fee will be on non-package
non-merchant tickets.

Q22. That's the majority in '02. What portion bookings should that be in
'03? (Jennifer Bergen - Merrill Lynch)

A. The majority.

Q23. It seems like you are implementing the $5 service fee. Is that being
pretty much completely offset by increased advertising for Travelocity? It
seems like that should be much more additive to 2003's margins and earnings
than it's going to be. (Jennifer Bergen - Merrill Lynch)

A, I wouldn't give you that number because I don't want to give you the add
budget number because that's pretty strategic.

A. We have made an assumption for some small volume decline in our plan
based on putting the fee out there. So, we're not going to disclose what
that is, but we've made an assumption for some volume declines based on
implementing the fee in the process.

024. what do you mean by volume declines? (Jennifer Bergen - Merrill Lynch)
A. (Sam Gilliland) I think because the on-line channel is a price sensitive
channel, we expect there could be some shift to alternatives. It's not



dramatic, but certainly we've not modeled it that way, but it's something
that we wanted to include in our plan for 2003.

A. (Jeff Jackson) Especially price sensitive on a published component
basis.

Q25. On the loss of market share, I guess both toward GDS and to Direct
Connect, on the Direct Connect, are you already seeing an effect? If so,
how are you modeling that 4%? On the market share, is there a particular
GDS that's taking share from you or is this just a general comment? (Ahmet
Meta - Crestwood Capital)

A. (Bill Hannigan) As far as 2002 is concerned, the share loss was almost
purely accounted for by Orbitz using Worldspan and by Cendant acquiring a
couple of customers, CUC and Cheap Tickets, and our expectation of those
bookings moving to Cendant's Galileo systems as you would expect period.
A. (Jeff Jackson) We gained share in the brick and mortar channel in 2002.
A. (Bill Hannigan) We haven't seen anything meaningful on Direct Connect
side, but the four points of shift accounts for anything that would fall
into that category.

Q26. On Travelocity, obviously you're projecting a pretty good growth for
2003. How much of that is just overall industry growth and how much of that
do you see maybe taking share away from some of the other big players? Are
you going to provide any indication of a break out between merchant and
airfare so we can sort of evaluate you vs. the other guys? (Ahmet Meta -
Crestwood Capital)

A. {sam Gilliland) We do expect growth in the on-line channel in 2003, but
we also expect to take share. That's built into our plans. As it relates to
the merchant element of the business, we do plan to provide you with more
detail in the future about how that breaks out.

A. We have broken that out in the past. It will just be a bigger number
going through '03 on the merchant side.

Q27. what's the difference in the price increase, if any, will be between
your basic level of service and the premiere level of service for the GDS?
(Tom Underwood - Legg Mason)

A. (Bill Hannigan) I think we're at 3.1-3.2 on the BCA level which 1s the
highest level of connectivity.

Q28. what about just the basic level? (Tom Underwood - Legg Mason)

A. (Bill Hannigan) 4%.

Q29. what's going to be the approximate size of the VC write down in 4Q°?
(Tom Underwood - Legg Mason)

A. (Bill Hannigan) 3.5-5.

R
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year 2000, and because of the dot com there was
tremendous demand for those types of people, and their
salaries escalated well in excess of five percent a year.
As well, I think we've had a Tittle bit of discussion in
this courtroom -- heard a 1ittle discussion about
incentives. when we compete for business to get
travel agencies to use the Sabre GDS, one way we compete,
in addition to our technology, is on price. Wwe actually
share back a portion of the booking fee with the travel
agencies, and it's something that we call incentives.
our incentives in the United States have increased at an
average annual rate over the past five years of 30
percent, well in excess of the booking fee increase that
we pass along to the carriers, and we've been able to
keep -- and that incentives are our single largest line
of expense and accelerating at a rapid rate. We've been
able to hold the booking fee increase down that we pass
along to the carriers because we've been very aggressive
on the cost side in pulling costs out of our business.

Q Have you actually reduced management and
operations people in your area to help to try to keep
costs down?

A In my organization since 1999, we've reduced

our head count by 44 percent, from 810 people to 450

UNEDITED ROUGH DRAFT ONLY
people as we've re-engineered the way we serve our
customers, and, again, in an effort to keep focus on our
costs so we don't have to raise booking fees as much to
the carriers.

Q Did there come a time when airiines reduced and
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volatile.

Q And that means it changes sometimes on a daily
basis?

A Yes.

Q web fares are very important to the traveling
public, aren't they?

A As I've said before, travelers always want to

get the best fare.

UNEDITED ROUGH DRAFT ONLY
Q I think the way you've said it before, which I
though was very pithy, was everybody 1ikes low prices.

A Sure.

Q And the fact is that web fares are often the
Towest priced way to take an airline trip, aren't they?

A often times they are.

Q It would hurt the traveling public if web fares
went away, wouldn't it?

A Not necessarily.

Q From Sabre's perspective it wouldn't
necessarily be so bad if there weren’'t any web fares in
the world, isn't that right?

A That's right.

Q Now, Sabre has a web site, doesn't it?

A Yes, we do.

Q It has some very sophisticated computer
systems, doesn't it?

A Yes, we do.

Q Sabre protects its computer systems and its
data on its computer systems.

A Yes.
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doesn't plan to use the AA.com data retriever, does it?

A In other intentional markets, that's correct.

Q All right. And Sabre will pay the full license
fee to Farechase, even though it’s not using the AA.com
- data retriever in any intentional market other than
Canada, right?

A I don't know.

Q You're not sure whether Sabre's going to pay
the license fee?

A You seemed to imply that there would be a
change. we're obviously going to pay whatever we've
contractually agreed to pay.

Q Now, there are other data retrievers that Sabre
is not using with this FarecChase product, isn't there?

A I don't know.

Q sabre is not using the data retriever for
Southwest Airlines' web site, is it?

A I'm not sure.

Q well, in your deposition you told me that at
some point a decision was made -- a corporate decision
was made at Sabre not to scrape AA -- excuse me,
Southwest airlines’ web site.

A That was my understanding. Again, I don't have

a hundred percent certainty of knowledge that that's the

UNEDITED ROUGH DRAFT ONLY
case.
Q Now, Southwest is one of the successfully
competing airlines right now out in the market, isn't
it?

A Yes.
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MR. WALLACE: Judge, I'm going to object
on relevancy grounds as to what they are
or are not doing with Southwest Airlines.
I don't see what that has to do with this
hearing.
MR. YETTER: Part of this hearing, Your
Honor, was FarecChase and Sabre's argument
that if they couldn’t use the AA.com data
retriever, it would totally disrupt all
their plans and they would be impacted and
hurt. The fact that they are not using
another very significant airline to
search their -- that airlines's web site,
Southwest.Com, is directly responsive to
the point that they have brought up 1in
this hearing.
THE COURT: A1l right. oOverruled. I
agree. Let's go ahead, if she knows the
answer,

A I'm sorry. Can you question the question

UNEDITED ROUGH DRAFT ONLY

again?

MR. YETTER: Ms. COu}t Reporter, could you
read back that last question for us?

I remember what is is.

THE COURT REPORTER: Okay.

Q (BY MR. YETTER) It was actually a lead-up

question, Ms. Keszler. Southwest has been successfully
competing in the travel business lately, hasn't it?

A ves. I think I said yes to that question.
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Q And it has been doing that for sometime, hasn't
it?

A Yes.

Q Southwest is one of those low cost carriers
out there, isn't it?

A Yes. '

- Q And it always one of those low fair carriers;

in other words, their prices are lTow?

A They're a low cost carrier and they have low
fares.

Q They don't participate in every GDS, does it?

A That's right. They participate in Sabre.

Q Sabre's the only GDS that Southwest perhaps in,
isn't it?

A That's correct.

Q Sabre is a very important client to Sabre,

UNEDITED ROUGH DRAFT ONLY
isn't it?

A Southwest is a very important client to Sabre?

Q Southwest is a very important client to Sabre,
isn't it?

A All of our customers are important to us.
Southwest is certainly important to us.

Q And Southwest -- if Sabre got Southwest upset,
Southwest might pull its business from Sabre, couldn't
it?

A They could.

Q) Southwest doesn't participate to the same
extent that American Airlines participates in the Sabre

system, does it?
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THE COURT: You have to rephrase. You
meant Southwest
MR. YETTER: I'm sorry.

Q (BY MR. YETTER) So if Southwest walked away
from the GDS's entirely, that would only affect a small
percentage of its ticket sales, wouldn't it?

A A smaller percentage. Again, I'm not sure that

it's small. I think it's still a decent percentage of

UNEDITED ROUGH DRAFT ONLY
their bookings.
Q Less than 20 percent, isn't it?
A I don't know.
Q American's is more than 65 percent, isn't it?
A I believe Mr. Kreger testified to that. Again,
"I don’t have any data on either of those.
Q Now, early on, Sabre understood that there was
a risk that it would have to disable the AA.com data
retriever; isn't that true?
A I don’t know.

Do you have Plaintiff's Exhibit 205 in
front of you.

THE COURT: Let's take a seven-minute
break. she's got to change out tape and stuff. Let's do
that right quick.

(Recess taken.)

THE COURT: We're back on the record. For
the record, all parties and all attorneys are present.

Mr. Yetter, you were asking Ms. Keszler
some questions.

MR. YETTER: Yes, Your Honor, but we might
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1iability, so there's no question they're both Tong-term

contracts.

Q sabre 1ikes people to sign long-term contracts
with Sabre, obviously?

A Sure.

Q Sabre doesn't like travel agents to sign
long-term contracts with American?

A No, I didn't say that.

Q In fact, Sabre's position in this courtroom is
that it would just as soon see American's EveryFare
program go away?

A I don't know that a Sabre person has said that
in this this courtroom. I think I said that in my ///
deposition.

Q well, you are a Sabre person, Ms. Keszler, and
Jet me ask you that directly? would you, Ms. Keszler, as
the head of the travel agents for Sabre and North
America, would you as just soon see American's EveryFare

program go away?

UNEDITED ROUGH DRAFT ONLY

A - Yes.

Q Now, Sabre will survive if it cannot use the
AA.com data retriever, isn't that right?

A Yes.

Q Sabre will even thrive if it cannot use the
AA.com data retriever, isn't that right?

A I don't know, possibly.

Q Sabre is prepared to drop the AA.com data
retrié&er if this Court so orders; isn't that true?

A I don't think we have a choice if the Court so
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Page 228 of 302

DOT called GDSs?

A Yes. They related to the DOT rules in the
United States.

Q And would it have been possible to simply
define GDS had you wanted to as one that is defined that
way by the Department of transportation?

A Yes, it could have been defined that way, but
-- and we contemplated that at American Airlines when we
wrote this agreement, but we decided that that -- and
there is a lengthy definition in those -- in those
regulations of what a CRS or a GDS is. But we chose not
to use it for a variety of reasons and to use this one
instead.

Q Now, what I'm going to do, I'm going to go
through and read some of these this and I'm going to ask
you questions as to whether -- you're familjar with
orbitz, are you not?

A Yes, I am.

Q I'm going to ask you whether or not you know
whether orbitz, the way they operate and the services
that they offer would qualify -- would -- does these

things under this definition of GDS.

A A1l right.
Q First of all, it says "GDS shall mean a
global distribution system.” 1Is -- does Orbitz operate a
UNEDITED ROUGH DRAFT ONLY )
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global distribution system?
A They're available anywhere on the world wide
web and they operate and market in areas outside the

.United states as well.

Q "To the extent that it is used by non airline
personnel.” 1Is it used by none airline personnel?

A Yes, it's used by non --

Q who's it used by?

A It's used by individual travelers, in some

cases by travel agents.

Q "and GDS collects, stores, processes,
displays and distributes information through computer
terminals.” Does Orbitz do that?

A Yes, it does,

Q "Information concerning air and ground

transportation, lodging and other related products and

services offered by travel suppliers.” Does Orbitz do
that?

A Yes. It does all of those things.

Q "In which enables subscribers to reserve or

otherwise confirm the use of or make inquiries or obtain
information in relation to such products and services."
Does Orbitz do that?

A Yes, it does all of those things.

Q "and and/or issue tickets for the acquisition

UNEDITED ROUGH DRAFT ONLY

Page 230 of 302

of or use of such products.” And that's an and/or. Does
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From: "Timothy F. Hannegan" <hannegan@wexlerwalker.com>

To: _"'Greg Sivinski'" <greg.sivinski@aa.com>
Date: 12/16/02 10:27AM
Subject: Sabre/Interesting Reading

Business Travel News (12.13.02) Sabre Unveils Price Hike For '03

DECEMBER 13, 2002 -- Global distribution system Sabre today said it will
increase by 2.9 percent the average global booking fee for 2003, effective
Feb. 1, matching Amadeus' previously announced increase, but less than the
average 4.1 percent increase that Sabre executives claimed Amadeus actually
would implement. Sabre's air booking fee increase will vary by region and
level of supplier participation.

"The price increase recognizes the stress in the industry," said Sabre
chairman and CEO Bill Hannigan during a conference call this morning. "Our
price increase is lower than airline-owned Amadeus' own price increase. Our
view is that their North America price increase is in the 6 percent range
and ours is just above 3 percent.”

Hannigan added that those carriers opting to follow US Airways into the
highest level of GDS participation--Sabre's Direct Connect Availability
three-year option--will have an effective price discount of 13 percent come
Feb. 2, versus the 10 percent originally available. He said Sabre is in
"active discussions with a couple of airlines" regarding that DCA option,
first implemented by US Airways.

Sabre also announced a 2003 "blended price increase"™ of 4.8 percent for car
and hotel customers.

The company expects improved 2003 performance for all its operations.
GetThere, for example, is projected to log revenue growth of 25 percent to
35 percent year over year, with total transaction growth of 35 percent.
Specifically, corporate transactions are expected to jump 70 percent
through growth from existing clients, international expansion and direct
sales.

Travelocity is expected to increase revenues by 40 percent after
single-digit growth this year. Sabre i1s seeking to double merchant sales,
which it said is three to four times more profitable than commissionable
content.

Sabre also anticipated its Airline Solutions business will grow revenue 10
percent to 15 percent. That division will handle a new three-year contract
with the Transportation Security Administration to manage the federalized
screener workforce.

Meanwhile, Sabre lowered financial forecasts for the fourth quarter and
full-year 2002. Full-year revenue is expected to be about $2 billion, down
4 percent year over year. For 2003, full-year revenue is projected to rise
between 4 percent and 9 percent.

"while we expect to see an improved revenue picture in each of our four
businesses in 2003, all indications are that the industry will continue to
be demand-challenged, ™ said CEO Bill Hannigan, noting that Sabre
anticipates total global bookings next year to decline 2 percent to 3
percent with 0 percent overall capacity growth. Hannigan added that 2003
forecasts do not take into account potential M&A activity, hostilities
around the world or structural changes to the North American airline
industry.

Also not factored in was the U.S. Department of Transportation's recent
notice of proposed rulemaking on GDS regulations, which Hannigan termed,
"flawed, from selective regulation to an attempt to grab jurisdiction. DOT



simply does not have jurisdiction when it comes to non-airline-owned GDSs."

Hannigan added that DOT's proposal is not likely to stay in its current
state and the most aggressive estimate of when the new proposals will be
finalized is mid-summer. "The process is not off to a good start. We will
insist on a level playing field, regulated or deregulated.

Sabre executive vice president and CFO Jeff Jackson said the GDS
experienced a 4 percent channel shift to airline supplier-direct channels,
notably Orbitz. "We anticipate a decline of one point in our share of the
GDS channel, principally driven by the impact of things that happened in
2002," Jackson added, citing Cendant's acquisition of Galileo. "We do not
expect a share shift in the brick-and-mortar channel.®

+H+F 4+
Press Releases

1. FD {FAIR DISCLOSURE) WIRE (12.13.02) Event Brief of Sabre Holdings 2003
Financial Outlook Analyst Conference Call - Final

CORPORATE PARTICIPANTS

. Bill Hannigan, Chairman & CEO . Karen Fugate, VP of IR . Jeff Jackson,
CFO . Sam Gilliland, President & CEO of Travelocity

OVERVIEW

4002 EPS estimate to be in the range of $0.12-0.15 before special items vs.
previous estimate of $0.20-0.25. Before special items, 2002 EPS forecast
will be adjusted from $1.85-1.95 to $1.77-1.80. Q&A Focus: Expectations,
cost reduction programs, Travelocity, etc.

FINANCIAL DATA

A. Rey Data From Call 1. 4002 EPS estimate = $0.12-0.15 before special
items. 2. 2002 EPS forecast = $1.77-1.80 before special items. 3. Expected
EBITDA = $430m. 4. Forecast for free cash flow = $250m. 5. Projected EPS
for 2003 before special items = $1.78-1.88. 6. On a GAAP basis, EPS for
2003 = $1.54-1.64. 7. Projected CAPEX for 2003 = $90-100m. 8. Expected cash
balance at the end of 2003 = $1.1b.

PRESENTATION SUMMARY

S1. BUSINESS OVERVIEW (B.H.) 1. 2002 continues to be a challenging
uncertain time for the travel industry. 2. Earlier in 2002, it appeared
that the industry had a real momentum and was recovering at a healthy clip,
but by mid 2Q02, the recovery had stopped and demand has been disappointing
ever since. 3. TSG expects to see improved revenue picture for all four of
its companies in 2003, but will continue to be in a demand challenged
environment. 4. There is a reduced forecast for airline capacity in 2003 in
spite of GDP growth forecast in 3% range. 5. Expects top line to be a
better one in 2003, especially Travelocity growing in excess of 40% vs. the
disappointing low single digit growth in 2002.

S2. 4Q02 & 2002 PROJECTIONS (B.H.) 1. Low travel demand combined with a
venture capital write down, deferred revenue in Latin America, and some
other cats and dogs expected to be taken in 4Q02 makes it necessary to
lower 4Q02 EPS estimate to a range of $0.12-0.15 before special items vs.
previous estimate of $0.20-0.25. 2. Therefore before special items, 2002
EPS forecast will be adjusted from $1.85-1.95 to $1.77-1.80. 3. Expects
2002 total co. revenue growth in the range of negative 3-4%. 4. Expects
EBITDA to be about $430m. 5. Expect free cash flow to be approx. $250m. 6.
wWhile three of TSG's four companies performed admirably on the earnings
line in 2002, all four dealt with pressure on the top line throughout the
vear. 7. Aggressive cost management was key for the three full year
wholly-owned companies coming in at an aggregate 110% of operating earnings
plan for 2002. 8. On a consolidated basis, TSG will miss its original full
year earnings target by 2-3%. 9. TSG entered 2002 with a strong BS and exit
with an even stronger BS. 10. In TM&D, TSG's operating margins grew by
several points in 2002 in GDS business while maintaining the highest
customer satisfaction scores in the industry. 11. In Airline Solutions,



TSG's top line revenue grew and operating margins improved from zero to 10%
in 2002. 12. In GetThere, TSG cut operating losses in half and grew revenue
by approx. 100%. 13. Travelocity lead the industry in a whole host of
critical areas, but 2002 was a disappointing year. 14. TSG bought in
Travelocity during 2Q02 and quickly put right leaders in place and has
allocated the investment dollars to take one of the all time great .coms to
the next level.

S3. 2003 PROJECTIONS (B.H.) 1. The plan does not take into account any
impacts, which may or may not come from the DOT's recently announced
proposed rule making. 2. The plan does not include any assumptions around
increased hostilities in the world or structural change in the airline
industry in North America. 3. The impact of possible M&A activities are not
included in the plan. 4. The plan does include several important
assumptions from industry growth to pricing to investment levels. 5. TSG's
projected 2003 EPS before special items is between $1.78-1.88., That's
approx. zero to 5% growth YoverY. 6. On a GAAP basis, EPS is expected to be
$1.54-1.64 representing mid single digit growth. 7. At TSG level, similar
to 2002, earnings and free cash flow generation will be very healthy, but
YoverY earnings growth will be minimal. 8. At the holding company level,
2003 is a second year of weathering the storm and aggressively managing
costs. 9. It's also a year of more aggressive investment.

S4. 2003 PROJECTIONS BY SEGMENT (B.H.) 1. Travelocity: 1. Technology
expenditure will be in $60m range. 2. Will also significantly increase
advertising spend in 2003. 3. Expects to see mid-to-high single digit
growth in revenue for full year range of $2.1-2.2b. 2. GDS: 1. Should
generate operating earnings of approx. $360m during 2003, but will be
fairly flat from YoverY top line revenue perspective. 2. Will have
operating margins shrinking to about 23% due to weak demand and increased
incentive expense. 3. Will also experience technology bubble as the co. run
systems in parallel during migration to lower cost mid-range base shopping
system. 4. The full year earnings benefit of this migration will begin to
show up in 2004. 3. Airline Solutions: 1. Should grow revenues by about
10-15% vs. about 3% in 2002 and maintain operating margins in 10% range. 4.
GetThere: 1. Should grow revenues in the 25-35% range and once again cut
operating losses in half. 2. Expects to have its first positive operating
margin month during 2H03. 5. Travelocity: 1. Should grow revenues by more
than 40%. 2. Should improve operating margins from a negative 4% to a
positive 10%.

S5. UPDATE ON DOT NPRM (B.H.) 1. NPRM (Notice of Proposed Rulemaking)
addresses distribution overall, but from a TSG perspective, it is most
focused on the GDS portion. 2. The co. made it clear that it believe the
proposal put forth by the DOT is flawed. 1. They covers a wide range of
topics and includes everything from selective regulation to an attempt to
grab jurisdiction. 3. DOT simply does not have jurisdiction when it comes
to non-airline owned non-GDSs. 4. TSG will insist on a level playing field
whether be regulated or deregqulated.

S6. REVENUE OUTLOOK & KEY OPERATING METRIC ASSUMPTIONS BY SEGMENT (J.J.) 1.
Travel Marketing & Distribution (TM&D): 1. Price and volume continue to be
the key levers. 2. On the pricing side, Amadeus which is one of the airline
owned GDSs announced a booking fee increase several weeks ago. 3. Amadeus
will implement an effective rate that under TSG's analysis, appears to be
approx. 4.1% globally. 4. Today, TSG is Iinforming its airline customers of
an effective average global booking fee increase of 2.9% to be implemented
on 02/01/03. 5. The fee varies by region and by participation level. 6. For
its hotel and rental car customers, TSG announced a blended price increase
of approx. 4.8%. 1. This new pricing makes TSG's three-year DCA discount
offer more attractive to carriers looking for long-term price stability. 7.
Believes these options provide the right balance for the co. and its
airline customers. 8. Sabre GDS continues to provide unsurpassed value for
the distribution dollar. 9. On the volume side, TSG has made several
assumptions based on industry and co. specific trends. 10. Full year
estimate for total global bookings is down approx. 2-3% from 2002 levels
and direct bookings are expected to be down 3-4% YoverY. 11l. Important
elements in these overall assumptions are: 1. Travel industry growth of 0%.



2. Approx. one point decline in TSG's worldwide booking share. 3. Channel
shift from GDS business from traditional agency to supplier direct of four
points. 12. Worldwide booking share assumption is principally due to the
expectation of share loss in the US. 13. The largest factors are: 1. The
carryover impacts of gains by competition in the on-1line channel in 2002.
2. The loss of CUC and Cheap Tickets after the acquisition by Cendant. 14.
Has included a placeholder for deals prepared to walk away from in 2003,
deals that aren't economically attractive for TSG. 15. This combination
price and volume assumptions results in flat-to-slight revenue growth
YoverY. 2. Travelocity: 1. Expecting to show significant improvement in
operating results for 2003. 1. This improvement will be the result of
efforts to double merchant sales. 2. This push of merchant content will
bolster the top and bottom line as the profitability of the merchant model
is 3-4 times that of commissionable content. 2. Significant revenue growth
will flow from the introduction of packaging capability beginning in 20Q02.
3. Expects higher conversion rates from a variety of factors including site
changes, packaging capability, new products, and increased advertising
spend. 4. In addition, the $5 service fee per air ticket will result in
$20-30m revenue for the full year. 5. Anticipates overall YoverY revenue
growth to be in excess of 40%. 3. GetThere: 1. Total transaction growth is
expected to be over 35%. 2. On the corporate side of GetThere, TSG expects
transaction growth from the existing base and from international expansion,
direct sales, and sales through distribution partners. 3. Anticipates
YoverY corporate transaction growth of over 70%. 4. On the supplier side,
until mid year, TSG will continue to feel the impact of the loss in 2002 of
ATA, America West, and National. 5. Therefore, supplier transactions are
estimated to be down 6% YoverY. 6. GetThere is working towards increasing
its revenue per transaction by offering additional products and services.
7. Overall revenue growth for GetThere is expected to be 25-35% YoverY. 4.
Airline Solutions: 1. Had a very successful year and turned the business
around in 2002. 2. Expects to reach both revenue and operating earnings
targets for 2002. 3. Also off to a great start for 2003 as the co. recently
learned that the Transportation Security Administration will be using TSG's
technology to manage its newly formed federal screener workforce. 4. TSG's
resource management systems technology will help ensure that airports have
the appropriate number of screeners at every security checkpoint, baggage
screening, and random screening at the gate. 5. Unisys has selected TSG for
this project. 6. The deal is a three-year contract with expected revenue of
approx. $17m in the first year and after that there are options to extend
the contract for up to four additional years. 7. All three segments of the
airline solutions portfolio, the reservations business, the products and
service business, and consulting will show growth in 2003. 8. Overall
revenue growth for Airline Solutions is expected to be in the range of
10-15%.

S§7. EXPENSES & TECHNOLOGY INVESTMENT STRATEGY (J.J.) 1. TSG has increased
its revenue per employee from continuing operations by 37% since 1999. 2.
Will continue to tightly manage costs in 2003. 3. YoverY 2003 expenses are
projected to increase slightly faster than revenue. 4. Example includes
incentive costs. 1. Including incentives paid by TM&D paid to Travelocity,
average incentives per booking will grow in the high teens YoverY and will
be north of a dollar per booking. 2. Unbundling agency contracts have
contributed to this increase. 3. However, the progress TSG has made in
unbundling also has led to YoverY reductions in communications and device
support costs which in 2003 offsets half of the total increase of incentive
growth. 5. Another example of cost reduction, the elimination of over 200
positions throughout TM&D business. 6. Other examples include a broad-base
salary increase which the co. didn't have in 2002 and will have in 2003. 7.
Health benefit costs are anticipated to increase over 10% in 2003. 8. The
transition to the new air travel shopping engine will drive some redundancy
in data processing costs until all customers are converted to the new
platform. This conversion is a multi year process. 9. This conversion is a
multi year process. 10. TSG has a keen focus on technology spend and don't
believe now i1s the time to cut back on that investment. 11. Total
technology investment is estimated to be more than $300m in 2003, which




includes CAPEX in the range of $90-100m. 12. Travelocity and GetThere will
be the beneficiaries of 30% of that spend. 1. The ratio of dollar invested
to top line revenue in these businesses vs. TM&D is over 7:1. 13. Excluding
CAPEX and maintenance spend, TSG believes over 60% of its product
development spend will go towards Travelocity, GetThere, shopping, and CRM
enhancements.

S8. OPERATING MARGIN ASSUMPTIONS (J.J.) 1. Margin in TM&D is expected to be
approx. four points lower in 2002, principally due to weak demand and
increasing incentive costs, but also ongoing investments in ATSE. 2.
Travelocity operating margin for the full year is expected to be greater
than 10%. 3. GetThere should cut operating losses in half in 2003 and will
achieve a profitable month in 3Q03. 4. Operating margin for Airline
Solutions should remain in the 10% range. 5. As a whole, TSG expects over a
point decline on an adjusted basis due to the weak demand environment,
growth and incentive expenses at TM&D, Travelocity product investment, and
advertising expense.

S9. CASH FLOW & OTHER EXPENSES (J.J.) 1. Expects cash balance at the end of
2003 to be approx. $1.1b. 2. EBITDA is expected to be greater than $475m,
which represents YoverY growth of more than 14%. 3. Free cash flow is
projected to be greater than $250m. 4. 2003 CAPEX is projected to be in the
range of $30-100m. 1. This is higher than the 2002 guidance due to the
additional capital requirements of ATSE as well as other technology
investments that were discussed previously. 5. D&A including intangible
assets associated with acquisitions is estimated to be $135m. 6. D&A
excluding intangible assets from acquisitions is estimated to be $90m.
QUESTION AND ANSWER SUMMARY

Ql. Can you give us a sense why we should be so confident that you can get
such a big snap back in Travelocity in 2003? How should we assume we'll see
it through the year? Is it going to be very back-end loaded in 2003? (James
Kissane - Bear Stearns)

A. (Bill Hannigan) It will certainly be ramping up through '03. As we
talked about before, critical to growing revenues very robustly, are the
merchant hotel development which is now in place, the architecture
redesign, the revenue planning and management, and the biggie is dynamic
packaging. We talked about it before, dynamic packaging is a 20 initiative
as far as turn up.

A. (Sam Gilliland) Couple of things to point out that relates to the year
and next year, and I'll talk a little bit about the ramp up as well. If you
loock at it, pretty simplistically, you'll see that the two drivers for next
vear for us are volume and rate. If you talk first about volume, we do
intend to drive more site traffic than we have this year. We've talked
about our increased advertising spend for next vear already. We also intend
to improve our conversion rates. So, examples of that would be the improved
conversion we've already seen with our new P-cubed technology, which is the
new air shopping path. Through improved site usability and some of that has
occurred and we've seen it already with our improved hotel path that we
rolled out with merchant model hotels. We will roll out a new car-shopping
path in the first part of the year towards the end of April. Then, dynamic
packaging in 2Q, which again we believe will improve our conversion rates.
On top of all of those things, we will improve the way we merchandise
products and in particular how we merchandise our hotel products, which we
think will drive more conversion of hotels. So, that's really the volume
piece of it. From a rate perspective, we've already talked about the up to
$5 fee that we'll be charging on many of the airline tickets that we sell.
But, we will see this ramp up over the course of the year in our merchant
volumes. We talked about doubling our merchant volumes in air and hotel by
the end of 2003 and we certainly plan to do just that and we've developed
very detailed plans to hit that plan.

Q2. Are you seeing any other airlines looking at the US air deal with
particular interest? Why 1s that good for Sabre? (James F. Kissane - Bear
Stearns)

A. (Bill Hannigan) We are in active discussions with a couple of airlines
and again, as we talked about when we rolled out the program in October, it
really was an opportunity for airlines to lock in longer term pricing and



for Sabre, it was all about the offset as far as the expectation of
diminished incentive growth from a macro level, but also the sustainability
of the traditional travel agency channel and the profitability of the
traditional travel agency channel. Certainly a travel agency channel will
continue to generate significant free cash flow for the next several years,
but taking out beyond that is always interesting to us as well. We also
talked on our October call about the several different stakeholders in the
mix.

Q3. Just in 4Q, can you talk about what your expectations are for revenue
in different lines of business? (John Mathis - Goldman Sachs)

A. The question was for 2003 revenues?

Q4. No, for 2002? (John Mathis - Goldman Sachs)

A. (Jeff Jackson) When we close the guarter out in January, we'll talk
about the lines business. As we talked about, it's obviously very
disappointing to miss and demand is a key part of it, but also key is the
venture capital write down of the deferred revenue in Latin America. Latin
America is not a great situation right now. Spotty is probably a good
definition of it as far as the carriers and the economy is concerned.

05. You had a lot of time to review the current NPRM and I'm just curious
if it stays in its current state, if you've quantified, what you think the
impact will be and the timing? (John Mathis - Goldman Sachs)

A. (Bill Hannigan) We don't expect that it will stay in its current state.
The last time rules were proposed about 18 months later, the rules that
came out of the back end were about 180 out from the rules or the proposed
rules that went in the front end. I expect it's very early in this process.
The DOT has certainly put on paper what they would like to see and now it's
the Congress and it's the White House and other stakeholders. Certainly
we're not, as far as we're concerned, and just about every other player in
the industry is concerned, the process isn't off to a good start other than
the fact the constituencies have been heard and the process has already
been doubled out of the gate. Most aggressive, I would expect to see
anything being finalized would be mid-summer and I would be surprised if
that's the case.

A. Our position on this is that we will just insist on a level playing
field, requlated or derequlated, the value proposition doesn't change. We
in our GDS business have the most efficient and highest yielding channel
that any carrier could possibly go to market with.

Q6. Should we expect any further cost reduction programs? I know you talked
about stepping up on technology spending but do you have anything in the
works for further cost reductions this year? (John Mathis - Goldman Sachs)
A. (Bill Hannigan) In 2003, we will continue to aggressively work costs as
we have in the past and continue to migrate to e-services for the various
ways that we support our customers. As far as the base line is concerned,
we've reduced our force by about 370 people last week.

Q7. Could vou give us a greater sense of some of the assumptions behind
your bookings forecasts for 2003? Specifically, what do you expect in terms
of system-wide capacity reductions? How should we think about the impact of
the UAL bankruptcy? Do potential bookings there just get redistributed, or
are there any other impacts to think about? (David Togut - Morgan Stanley)
A. {(Jeff Jackson) As far as UAL, I would say that's the right bet. The
contracts have been assumed in just the last 48 hours as far as the TSG
contracts are concerned with UAL. They have been very adamant about
continuing to fly through bankruptcy. At the same time, many carriers,
including UAL have talked about reduced capacity and certainly we have
cranked that into our model. So, as you know, in the past we've talked
about GDP times 1.2 GDP forecast are running about three. Our assumption is
that then you met up against what the carriers are saying about capacity.
We took the number to zero. The latest and greatest we've seen on capacity
igs a number in the zero range, so that's why we have (Indiscernible) that
so far. As far as other contributors, we talked about channel shift of
around 4%, which is a like number to the past two years.

A. (Bill Hannigan) The way we build it up first of course is to look at
travel industry growth, which is of course the biggest wild card. We're
planning on zero. You can see data that would suggest it might shrink. You




can see data that suggests it would grow. We hope certainly that it is
better than zero but that's where we've got built in our plan. Then we go
on, and we talk about the four points of shift from the channel to airline
supplier direct, and then we've made an assumption of a decline of 1 point
in our share of the GES channel and that is principally driven by Yovery
impacts of things that happen in 2002 as well as a placeholder we have for
being disciplined on pricing contracts which are in the market and
expecting to lose some there. Overall, I don't think we're going to slip in
the brick and mortar channel in terms of share in the US, but those are our
key assumptions for 2003.

A. (Jeff Jackson) A couple of our competitors have been more optimistic in
thinking about industry growth and we hope they're right.

A. (Bill Hannigan) But as we sit here right now, we're not seeing it.

Q8. Have you had any input from the airlines on the price increase? Could
you just perhaps give us a thumbnail sketch of any discussions that
occurred prior to the announcement? (David Togut - Morgan Stanley)

A. There were no discussions prior to the announcement. As far as this
price increase, we're rolling it out as we speak. It went out this morning.
Certainly the discussion with our airline customers is the fact that if
their recognition of a couple things, a recognition of the stress in the
industry and that our pricing increase is lower than the airline owned GDSs
price increase which is Amadeus. The view is that their North America
increase is in the 6% range. Our North America increase is just above 3%.
More importantly, we now have an offer in the market place which has never
been in the marketplace previously which is there to take, which is
predictable pricing, long term and there is a long-term discount associated
with that predictable pricing. So, what was a 10% discount yesterday will
be a 13% discount come Feb. 2.

Q9. I know it's early, but have you seen any volume impact of implementing
the $5 fee? Then, maybe you could give us some updated thoughts on
deployment including a potential for any increased repurchase activity?
(Scott Barry - Credit Suisse First Boston)

A. (Sam Gilliland) We haven't implemented the $5 fee at this point. We'll
implement it in early 2003. So, we don't have any indications vet of what
the impact is. Both certainly the upside, which we expect, or any shift in
bookings.

A. (Bill Hannigan) As far as stock buyback is concerned, we always have an
eye to stock buyback. We completed a program a couple of months ago, but as
we sit here today, we think it's important to have a rainy day fund: (a)
just based on our view of the volatility in the industry in the world right
now; (b) the opportunity for strategic actions. We continue to be in active
discussions in our industry as far as possible M&A. If you would've asked
me a year ago, if we felt we would have gone through all of 2002 without
more acq@uisitions, I would have been a bit surprised, but it's interesting
how that's going out in the industry. But, we did have two meaningful
acquisitions and a buyback in at Travelocity, and the acquisition of site
59, and continue to be very active in that area.

Q10. In terms of trying to get a little bit more clarity on the drop in
operating margins on the core GDS business, is the drop roughly going to be
about $50m YoverY in terms of operating profitability? (Tom Underwood -
Legg Mason)

A. (Jeff Jackson) That's pretty close.

Q11. Then I'm just trying to break that out. You've mentioned incentives
would be two categories, the Travelocity incentives and other incentives,
and then compensation increases and increased tech spending in the core GDS
business. wWhat would be the relative magnitude of each of those categories?
(Tom Underwood - Legg Mason)

A. (Bill Hannigan) Particularly at this time we're not prepared to break
that out.

Q12. You said incentives were going to be north of $1 a segment or $1 a
booking, which I guess, would mean about $430m or so for next year. How
does that compare to this year? (Tom Underwood - Legg Mason)

A. (Jeff Jackson) I don't know where you get the $430m.

Q013. what do you assume for total booking? (Tom Underwood - Legg Mason)



A. (Jeff Jackson) Our direct bookings would be in the range of $330m next
year.

A. (Bill Hannigan) So it is a big number, ves.

Ql4. North of a dollar would be $330m, then? How does that compare to this
vear? (Tom Underwood - Legg Mason)

A. (Bill Hannigan) What we said is in the call was that our growth would be
in the high teens.

A. (Jeff Jackson) We've been saying previously the mid teens this year 2002
over 2001.

A. Don't forget that includes an incentive came from TM&D to Travelocity
which of course is a significant component of the overall growth and the
overall base.

A. This is something that's been changing over the past two years. When you
think about incentive growth and Jeff talked about it, there is an offset
to incentive growth that is directly linked which is the unbundling of
contracts, and we have been significantly taking out costs along the way as
well. So, the definition of incentive certainly has changed over the past
couple of years. But, it's still a big number no matter how you measure it.
Q15. Does the line item of inner segment revenue elimination for
Travelocity in your Ks and Q's represent approx. what the incentive
payments would be or is there other stuff in that line item? (Tom Underwood
- Legg Mason)

A. (Bill Hannigan) It is. I think you said it correctly. There are other
items in that inner segment elimination. A big part of it is incentive
payment.

Ql6. What do you expect for gross booking growth for Travelocity next year?
{Tom Underwood - Legg Mason)

A. (Sam Gilliland) 25-35%.

Q17. Can you just help provide a little more color on the decline in
operating income in the GDS segment? I think if we can summarize your
guidance correctly, you have volume down 3-4%. You have pricing up three
globally within any customer that chooses a US air deal, taking price down
against that. We have incentives, which are, I don't know, 20% or 24% of
cost rising in the high teens. Is it safe to say that the price increase is
entirely offset by the incentive increase on a dollar-by-dollar basis, and
therefore your volume loss is coming with 100% decremental margins? I'm
just trying to figure out how a 3% volume loss combined with the price
increases you're talking about results in such dramatic decline in
operating income? (Larry Robinson - Glenview Capital)

A. (Jeff Jackson) Yes, I don't know that I would think about it purely as
one against the other. But yes, the numbers work that way as far as what's
going on from an incentive increase vs. price increase perspective.
Certainly our expectation was in 2003 that we would get -- I think it was 8
months ago the FAA was saying the industry was going to be back 12% next
year, now we're saying we expect it to be zero. So, the dynamic as far as
what's gone on in the model from an incentive increase perspective YoveryY
from a channel shift perspective YoverY and a pricing perspective YoverY,
all those numbers are pretty much in the range that they have been for the
last several years. The difference this time around is that the demand is
not back.

A. Don't lose the sight of the fact that I mentioned a number of other cost
categories. There are a number of categories where we're driving costs out
of the business on a YoverY basis that are related to travel agency support
costs. So, again, the company continues to evolve as the model changes and
takes costs out in those areas. But, on the flip side you got a salary
increase, compensation expense growth in 2002 that we didn't have in 2001,
you've got health care costs going up at about 10%, a number of other items
that we were able to benefit from in 2002 on YoverY basis that we're not
able to do so from a cost look in '03.

018. Can you just help us understand the trade-off? You made the case that
it is 10% price decrease today and in February the US Air type deal is 13%
price decrease for airlines. What is the economic offset to Sabre? How do
we benefit from this because we get three-year stability? How does it drive
down incentive payments in the event that airlines move to this strategy?



{Larry Robinson - Glenview Capital)

A. Our expectation is that there would be a lag in it, but that it would
dampen incentive growth from a macro perspective as far as less money in
the system. We talked earlier not that I would necessarily buy the direct
trade-off, but price increase and incentive increase, they're like numbers.
Certainly, the travel agency community knows what the price is in the
marketplace, what the price incentive is in the marketplace, and it fuels
acquisition and retention costs in the travel agency channel. We also would
expect to dampen channel shift with all fares, all data available in the
traditional travel agency channel, your expectation wouldn't be necessarily
4-5 points of shift as we've seen over the last several years, but maybe a
dampening of that. Each point of shift is worth $6-9m from an earnings
perspective as well. We didn't talk about the technology bubble and
technology bubble expense in '03 as we migrate to the midrange systems is a
pretty meaningful number in 15-20% range from a YoverY perspective, 103
over '02, and you start calling (Phonetic) that back in '04. when you're
stacking up costs and you look at a company our size, certainly things like
salary increases add up.

Q19. Can you just help me understand why it makes sense to spend 1,300 bps
of price in order to recapture 200 bps of volume? How does that trade make
any sense? (Larry Robinson - Glenview Capital)

A. It's all about the sustainability of the model, the expectation of what
does and doesn't happen incentives in concert with several other
initiatives already underway. It also goes to a recognition of the DOT
getting very involved in distribution in our industry and creating a
platform that allows us to increase price when at the same time putting it
off on the marketplace it allows the airlines to get what they've been
asking for, which is price stability.

Q20. You're going to end up with a $1.1b in cash at the end of next year
and $700m in cash net of debt. I know you've talked about strategic
acquisitions, but the business even in a year as difficult as '02 generated
$250m of free cash flow. There aren't any conceivable set of circumstances
that see out there that would have you being cash users in any particular
period other than for things such as acquisitions. Why doesn't share
repurchase or meaningful dividend make sense relative to $18 stock price
when it made sense with $24 stock price? (Larry Robinson - Glenview
Capital)

A. You're right. $250m is also the number for free cash flow for '03. I
expect that you're right as well that we are not a user of cash except for
M&A and we will continue to keep an eye on the stock buyback side. At the
same time the only variable you didn't mention was the rainy day fund based
on what's going on in the world in the industry right now.

Q21. Can you tell us exactly what type of bookings on Travelocity are going
to generate this $5 fee? What portion of total bookings those would have
been in '02 that would have generated a $5 fee? (Jennifer Bergen - Merrill
Lynch)

A. Our expectation is that the incremental $5 fee will be on non-package
non-merchant tickets.

022. That's the majority in '02. what portion bookings should that be in
'03? (Jennifer Bergen - Merrill Lynch)

A. The majority.

Q23. It seems like you are implementing the $5 service fee. Is that being
pretty much completely offset by increased advertising for Travelocity? It
seems like that should be much more additive to 2003's margins and earnings
than it's going to be. (Jennifer Bergen - Merrill Lynch)

A. I wouldn't give you that number because I don't want to give you the add
budget number because that's pretty strategic.

A. We have made an assumption for some small volume decline in our plan
based on putting the fee out there. So, we're not going to disclose what
that is, but we've made an assumption for some volume declines based on
implementing the fee in the process.

Q24. what do you mean by volume declines? (Jennifer Bergen - Merrill Lynch)
A. (Sam Gilliland) I think because the on-line channel is a price sensitive
channel, we expect there could be some shift to alternatives. It's not



dramatic, but certainly we've not modeled it that way, but it’'s something
that we wanted to include in our plan for 2003.

A. (Jeff Jackson) Especially price sensitive on a published component
basis.

025. On the loss of market share, I guess both toward GDS and to Direct
Connect, on the Direct Connect, are you already seeing an effect? If so,
how are you modeling that 4%? On the market share, is there a particular
GDS that's taking share from you or is this just a general comment? (Ahmet
Meta - Crestwood Capital)

A. (Bill Hannigan) As far as 2002 is concerned, the share loss was almost
purely accounted for by Orbitz using Worldspan and by Cendant acquiring a
couple of customers, CUC and Cheap Tickets, and our expectation of those
bookings moving to Cendant's Galileo systems as you would expect period.
A. (Jeff Jackson) We gained share in the brick and mortar channel in 2002.
A. (Bill Hannigan) We haven't seen anything meaningful on Direct Connect
side, but the four points of shift accounts for anything that would fall
into that category.

Q26. On Travelocity, obviously you're projecting a pretty good growth for
2003. How much of that is just overall industry growth and how much of that
do you see maybe taking share away from some of the other big players? Are
you going to provide any indication of a break out between merchant and
airfare so we can sort of evaluate you vs. the other guys? (Ahmet Meta -
Crestwood Capital)

A. (Sam Gilliland) We do expect growth in the on-line channel in 2003, but
we also expect to take share. That's built into our plans. As it relates to
the merchant element of the business, we do plan to provide you with more
detail in the future about how that breaks out.

A. We have broken that out in the past. It will just be a bigger number
going through '03 on the merchant side.

Q27. What's the difference in the price increase, if any, will be between
your basic level of service and the premiere level of service for the GDS?
(Tom Underwood - Legg Mason)

A. (Bill Hannigan) I think we're at 3.1-3.2 on the BCA level which is the
highest level of connectivity.

Q28. what about just the basic level? (Tom Underwood - Legg Mason)

A. (Bill Hannigan) 4%.

Q29. wWhat's going to be the approximate size of the VC write down in 4Q?
(Tom Underwood - Legg Mason)

A. (Bill Hannigan) 3.5-5.

S
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from Travel Weekly online
Amadeus plan offers contract options (2/24/2003)
By Andrew Compart

WASHINGTON -- Amadeus launched a new pricing plan for North American agents that eliminates
productivity pricing for firms that forego a signing bonus in their GDS contract.

In addition, agents will be paid monthly under the plan.

Agencies that sign contracts under the ProfitChoice program will be paid per booked segment. The total
automatically will be reconciled monthly by Amadeus, which will retain the amount needed to cover the
agency’'s monthly GDS expenses.

For agencies that decided to forego a signing bonus, the rest will be returned to the agency each month
as pure profit.

Kay Urban, Amadeus, North America executive vice president and chief operating officer, touted the
program this way:

"The more agencies book, the more they earn. The less their expenses, the more they earn.”

Amadeus tested the waters for a couple of months by showing the program to some agencies before the
official unveiling and already has signed ProfitChoice contracts with a "handful* of agencies.

Amadeus said one leisure firm, which it did not name, produces 55,000 segments annually. Under
productivity pricing, Amadeus said, it would be paid $30,600 a year, or $2,550 a month.



Under ProfitChoice, Amadeus said, it will make $76,500 a year, or $6,375 a month. ProfitChoice offers an
agency three options.

Under the first, which provides the highest per-segment payments, the agency gets no money up front and
there is no segment goal.

That's the choice taken by the agency Amadeus used in its example.

Under the second, which lowers an agency’s per-segment payments somewhat, Amadeus pays a cash
advance that the agency repays over time. It also has no segment goal.

Under the third, the agency receives a signing bonus, but it has a segment goal and runs the risk of
penalties. The per-segment payments are the lowest of the three options.

Because accounts are reconciled monthly -- rather than by quarter or year -- the agency must meet its
segment goal monthly. That means it doesn't have the rest of the quarter or year to make up for a soft
month.

On the other hand, the agency doesn't run the risk of a penalty for an entire quarter or year when it can't
regain the ground it lost in bad months.

ProfitChoice contracts, which range from three- to five-year terms, are being offered to new customers
and renewals, but Amadeus said it is willing to talk to existing customers in mid-term.

Amadeus will continue to offers its EasyAccess product, which is targeted to smaller agencies booking
fewer than 7,500 segments a year. EasyAccess offers free entry to the basic Amadeus system plus
Amadeus Cruise and Consolidator Shopper, with no booking minimums. Sabre's Simplicity Plan and
Galileo Select and Connect offer a similar plan for small agencies.

Travel attorney and Travel Weekly.com columnist Mark Pestronk said ProfitChoice sounds evolutionary
rather than revolutionary but called it a "superb” offer that should be weicomed by agencies. He noted it
also will free them to do Web bookings without creating GDS segment shortfalls and penalties.

"All four [GDS] vendors are getting easier when it comes to quotas and more generous when it comes to
bonuses,” Pestronk said. The reason for that may expand beyond smart business to smart politics, he
added, as the Transportation Department is considering GDS rule changes that would reduce or eliminate
productivity pricing.

Amadeus' Urban said the GDS began developing Profit-Choice and its other new programs well before
the DOT's proposed rulemaking.

Amadeus unveiled Profit-Choice concurrently with a new program it said will help agencies lower their
expenses.

Under the program, called Amadeus Workplace Solutions, Amadeus will consult with, visit and observe an
agency to tailor each offer specifically for that agency, in terms of what Amadeus services and equipment
it needs.

Amadeus touted it as a better option than giving an agency a choice of a few pre-packaged options.

For example, Central Travel has nine locations in northwest Ohio, but president and CEO Jani Miller told
Travel Weekly.com she opted to get a ticket printer for only her corporate location because Central books
more international travel there.

Central also opted to use its existing laser printers, not the Amadeus invoice printers, and to do the


http://Weekly.com
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Internet connection itself because it could get a better deal.

"We could determine what we needed and didn't need,” said Miller, whose agency does more than $30
million in business a year, employs 65 people and purchased 60 Amadeus workstations.

Pestronk said the concept is good but not unique. Sabre, for example, provides agencies three pages
listing equipment they can choose to lease, he said.

Amadeus also unveiled an upgrade of its graphical, browser-based front-office booking system.

Vista 2.0's features include one designed to make it easy for agents to switch between the graphical user
interface and the code-loaded command screens. It also includes a "Quick PNR* mode.
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Preface

he United States is engaged in a War on Terrorism that is soon likely to expand to

hostilities in Iraq. The Air Transport Association (ATA) and its member aitlines

support this administration and our nation’s efforts. We actively participate in the
Civil Reserve Air Fleet (CRAF) program and many thousands of our employees, in particular
our pilots, serve in the active reserve. We are also supportive because we have been the
particular targets and unwilling instruments of terrorism, and because the deep economic
morass in which we are mired 1s a direct result of the attacks of 9/11 and the resulting
downturn in the economy.

Nevertheless, we are also mindful of the painful economic lessons of the first Gulf War and
expect the economic consequences of a second Iraq experience will be even more dramatic
in terms of the impact on our industry.

This report reviews our current economic cfisis; outlines the impact of the first Gulf War;
and forecasts the economic consequences on our industry of the expected Iraq invasion. The
report highlights the need for decisive government action to counter a predictable ctisis in
the airline industry.
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Executive Summary

its simplest terms, the crisis is a result of an unprecedented decline in demand for air
travel playing out against the backdrop of the industry’s notoriously high fixed cost
structure.

T he U.S. airline industry is facing an economic crisis unlike any experienced before. In

That dechine in demand reflects both general conditions in the broader economy and a
pronounced, post-9/11 public disinclination to travel by air. With the imminent prospect of
a war with Iraq, market trends and experience with the first Gulf War indicate strongly that
this economic crisis could deepen rapidly. Should that occur, there is a serious sk of chaotic
industry bankruptcies and liquidations. Given the essential transportation links provided by
the airlines and the significant role of aviation in the U.S. economy, this situation obviously
warrants government attention and action to minimize the spread of economic damage.

It must be noted that the current set of circumstances is fundamentally not a result of
“normal” market forces. As this report documents, while the general state of the economy
(i.e,, normal market forces) is a component of the crists, other non-market pressures,
including public mood, the threat of terrorism and the prospect of war appear to be far
greater contributors.

The airline industry continues to undertake massive self-help measures to try to reduce
losses and stabilize itself. These measures have seen 100,000 jobs cut, schedules modified,
thousands of flights eliminated, offices and faciliies closed, several hundred aircraft retired
or placed in storage, more than $10 billion in reduced capital and operating budgets—and the
cutting goes on. Negotiations are underway to reduce employment expenses throughout the
industry by an additional $10 billion. No possible area for savings 1s being overlooked.

To encourage travelers back into the air, the airlines have been forced to reduce airfares
aggressively. They have done so because, despite the major capacity cuts (fewer aircraft
making fewer flights), the demand for air travel remains out of sync with supply. As a
consequence, airlines have no ability to pass costs through to the traveler and no pricing
power. The result is airfares today that are lower than they were in 1988 in nominal, not
inflanon-adjusted, dollars.

In a “normal” market, this type of cost-cutting could be expected to restore profitability.
That has not occurred. Instead, what has happened is that new, additional costs (or reduced
revenues) have grown to adversely impact the industry’s bottom line. In general, these costs
have arisen from government policy decisions in the post-9/11 environment. These
decisions have unquestionably enhanced security, but not without economic consequences.
The report calculates that these costs are on the order of $4 billion. Other government
decisions relating to taxes and fees are playing out as well. The fact is that the industry is
now carrying a tax burden that is 76 percent higher than it was in 1992, and 240 percent
higher than in 1972—contributing substantially to the economic crisis.

Making matters worse, the cost of fuel has risen dramatically (from 57 cents in February
2002 to $1.20 last month) as a result of both the threat of war and other forces. Because fuel
constitutes between 10 and 15 percent of the industry’s cost structure, airlines do everything
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in their power to manage this cost, including the use of hedging strategies. Nevertheless,
with prices rising, and every one-penny increase in the cost of a gallon of fuel costing the
industry $180 million annually, the picture is bleak.

To continue providing service, the airlines have been forced to assume a massive amount of
debt, now in the range of $100 billion. (For comparison purposes, as of February 2003, all of
the outstanding stock of the network aitlines had a combined value of only $3.2 billion.) At
this point, however, the industry’s ability to borrow is virtually gone. A significant worsening
of the economic picture will force carrier bankruptcies and possible liquidations. The
prospect of a forced nationalization of the industry is not unrealistic.

To assist decision-makers in establishing policies to minimize economic harm, this report
provides an assessment of the current economic state of the aitline industry in the context of
the expected opening of hostilities with Iraq. It does so utilizing four scenarios that
incorporate current industry advance booking information, first-quarter 2003 operating data
and actual experience with the first Gulf War.

These scenarios are conservative in their estimates but present cause for concern. Under the
“most likely” scenario, industry losses would be $4 billion higher than under the base “no
war” case, for total 2003 losses of $10.7 billion. This analysis projects a 15 percent traffic
decline during one quartet of “active” war activity. Again, this is based on actual carrier
advance booking information, which declined internationally by more than 20 percent
following the recent Code Orange security alert. A worse-case scenario is also presented,
applying the Gulf War experience combined with the effects of a terrorist incident of major
significance. In this scenario, industry losses would hit $13 billion.

The airlines are not seeking government action that would interfere with normal forces in
the marketplace. Rather, prudent measures are sought to mitigate the damage that is being
done by the extraordinary “non-market” impact of terrotism and the prospect of war.
Particularly given the pivotal role that the airline industry plays in the functioning of the
entire national economy, the case for action is compelling. Conservatively estimated, absent
decisive government action to mitigate the war’s impact, airlines will be forced to cut at least
70,000 more jobs and eliminate 2,200 flights, hitting particularly small and mid-size
communities. As the impact of those cuts plays out across the economy, hundreds of
thousands of additional jobs will be lost.

The time for decisive government action to maintain this essential key to our economic
success 15 NOWw.
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Background: Gulf War Repercussions

more so since the industry’s economic deregulation in 1978. This sensitivity exists

because discretionary travel is one of the first expenses cut by businesses and
individuals during a recession. Such declines in business hit airlines hard because they have
high fixed costs that cannot be quickly or easily reduced. The two primary fixed costs are
labor and aircraft. Labor costs only can be reduced through layoffs or agreements with
unions, and equipment costs are fixed and expensive (a typical wide-body aircraft costs more
than $100 million). Lease payments continue regardless of whether the aircraft is in service.
Fuel prices can rise sharply during international crises. When crude oil prices increase,
carriers cannot simply cut service to reduce this cost. Labor and fuel alone account for more
than 50 percent of all airline costs.

T he U.S. airline industry always has been affected by changes in the national economy,

This economic sensitivity was apparent immediately prior to and during the 1991 Gulf War,
after which the U.S. economy slipped into recession. The state of the economy already was
adversely affecting the airline industry, but the addition of specific war-related factors
dramatcally exacerbated conditions. A drop in passenger traffic and a doubling of fuel costs
led to four years of losses totaling $13.1 billion. While an argument can be made that, in the
later years, some of these losses were the result of a weak economy, the losses of 1990 and
1991 are directly attributable to the Gulf War and its impact on commercial aviation.

Industry operating losses were $1.9 billion in 1990, $1.8 billion in 1991 and $2.4 billion in
1992. Although these losses pale in comparison to those incurred by the industry after
September 11, 2001, they were at that time record-breaking. The war itself lasted only 43
days, but its direct economic repercussions wete felt for a full two years by the airline
industry, with full recovery taking four years. The industry did not post a full-year operating
profit until 1993 and a full-year net profit unul 1995.

Prior to the Gulf War, most carriers were comparatively strong, both structurally and
financially. Most were recording modest profits. Overall, in 1989, the U.S. airline industry
recorded $1.8 billion in operating profits. Between 1984 and 1989, the industry had net
profits of $3.9 billion on $12.6 billion in operating earnings. Airlines also had adequate cash
reserves and access to capital markets, which today they do not enjoy.

Traffic over the Pacific grew significantly at annual rates in excess of 20 percent in the
months preceding the Gulf War. Over the Adantic, traffic increased steadily throughout the
first three quarters of 1990. But in the months leading up to the Gulf War, passenger loads
declined dramatically over these and other routes. Traffic over the Pacific plummeted from a
growth rate of more than 20 percent to a rate of minus 21 percent. Over the Atlantic, traffic
went from growing 20 percent to minus 44 percent. The impact on domestic traffic was
significant but less severe, falling off 8 percent. Clearly, the American public was concerned
about possible threats abroad but felt more secure domestically. The events of 9/11 have
drastically altered this sense of security, leaving domestic travel more vulnerable than ever.
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Chart 1

Passenger Traffic: 1990-91
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Prior to Iraq’s invasion of Kuwait on August 2, 1990, jet fuel prices throughout 1989 and
1990 were stable. In 1989, jet fuel cost an average of 60 cents per gallon and in July 1990 it
was at 57 cents. In September 1990 prices soared to 91 cents and by October they reached
$1.14 per gallon. At that time, each one-cent rise in jet fuel prices cost the U.S. airline
industry $160 million annually.

Chart 2

Jet Fuel Price: 1989-91
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economy
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Overall, the impact of the Gulf War on U.S. commercial aviation was as follows:

Traffic - Down 8 percent systemwide, 15 percent internationally
Daily flights - Cut by 350, reducing service to hundreds of communities
Employment - 25,000 total lost jobs

Fuel costs - Up 45 percent for increased costs of $1.5 billion

Net losses - $13.1 billion over four years

Bankruptcies - Seven carriers filed for bankruptcy, four liquidated

After the Gulf War, the industry shrank significantly, tens of thousands of employees lost
their jobs, communities lost service and the overall U.S. economy suffered. Although the
majority of carriers were financially healthy prior to the Gulf War, several were in a
weakened state. Pan Am was struggling from declining passenger traffic following the 1988
terrorist attack on Flight 103, and Eastern Airlines was experiencing protracted labor
troubles. For these carriers, the rising costs and declining traffic were insurmountable
obstacles, ultimately leading to the demise of these long-established corporations.

Table A

Significant Gulf War Airline Bankruptcies

Date Action Outcome
Continental 12/3/90 Chapter 11 Emerged 4/27/93
Pan Am 1/8/91 Chapter 11 Liguidation
Eastern 1/18/91 Last Flight Liquidation
Midway 3/25/91 Chapter 11 Liquidation
America West  6/27/91 Chapter 11 Emerged 8/25/94
TWA 1/31/92 Chapter 11 Emerged 11/3/93
Markair 6/8/92 Chapter 11 Liguidation

In fact, by 1993, the state of the industry was so threatened that President Clinton
established the National Commission to Ensure a Strong and Competitive Airline Industry to explore
ways in which the industry could be restored.
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Section I

U.S. Airline Industry: 1995 to Present

economic turbulence. The slowing economy and the bursting dot-com bubble

suggested substantially slowed economic growth. Passenger traffic was expected to
increase only 1 percent in 2001 from the 2000 record level of 1.8 million passengers per day
(1.6 domestic; 0.2 international). Aircraft operations, which totaled 25,200 departures per day
in 2000, were expected to increase only slightly in 2001. Net losses for the industry were
forecast at $3.5 billion.

B y the spring of 2001, the U.S. airline industry was clearly entering a period of

Despite this daunting challenge, the airlines were positioned to weather the storm. The
profitable period from 1995 to 2000 had enabled the carriers to rebuild their balance sheets
from the Gulf War years. Industry cash reserves totaled some $11 billion at the end of the
first quarter of 2001 and, despite the preceding period of record demand, industry expansion

had been moderate, with operating revenues growing at an annual rate of 6.6 percent from
1995 to 2000.

Table B

State of the U.S. Airline Industry on September 11, 2001

Cash Reserves $11 billion
Cash Burn Rate (assuming $3.5 billion loss) $10 million per day
Net Debt-to-Capital 70-75%
Fleet 4,950 aircraft
Employment 686,000 FTEs
Projected 2001 Net Loss $3-3.5 billion
Major carriers in bankruptcy 0
Major carriers with investment-grade credit ratings 3

This situation changed dramatically after the September 11, 2001, terronist attacks. The
manageable economic challenge that had been confronting the airlines suddenly ran well
beyond the normal range of business control and natural market forces. The effects of the
9/11 attacks condnue to harm the industry significantly to this day.

The immediate shutdown of our nation’s aviation system produced a cash “burn rate” for
the industry in excess of $330 million per day for the duration of the stoppage. Once air
service was restored, the combined effects of public apprehension and avoidance of air
travel, for a vanety of reasoms, were reflected in an unprecedented drop in demand. As the
following chart demonstrates, the precipitous drop in traffic following the 9/11 attacks was
mirrored by the industry’s sharp reduction in capacity.
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Chart 3

Passenger Traffic, Capacity and Yield Trends
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Despite these capacity reductions, continuing soft demand over the past 18 months has
compelled airlines to price their services at record low levels to induce travelers back into the
air. The results are projected industry losses of roughly $25 billion from 2001 through 2003.

Chart 4

Nominal Airfares at Lowest Level Since 1987
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The question is often asked: How can any distinction be drawn between the “normal”
economic downturn in the economy that was impacting the airlines prior to 9/11, and the
direct effects of the attacks? It is instructive to look at the air cargo experience for some
answers.

Chart 5

Air Freight Volume Trends
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The 1nitial 9/11 cargo declines were steep but have not persisted, as has faltering passenger
demand. A case can be made that the cargo market generally reflects the impact of the
broader economic slowdown and recovery cycle on the aviaton market. On the other hand,
passenger apprehension and avoidance factors have persisted, and it is the difference
between the performance of these markets that is an area of concern—the area beyond
normal business fluctuation and normal market conditions.

Another indicator of the abnormal change that is impacting the airlines is the growing
disparity between passenger revenues and gross domestic product (GDP). Historically a
consistent 0.90 to 0.95 percent of GDP, passenger revenue since 9/11 has fallen below 0.75
percent of the nation’s output, suggesting that much more than conventional economic
factors are at play. Again, the point is that we are confronted by economic forces that appear
well beyond those of the normal business cycle.

11
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Chart 6

Passenger Revenue vs. Nominal GDP
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The chart below highlights the post-9/11 difference between freight and mail volumes.
Because of security issues associated with both freight and mail, the decline of mail and
modest growth of freight have been problematic for the combination carriers. Freight and
mail losses are estimated at about $400 million because of heightened security measures.

Chart7

Air Freight and Mail Volume Trends
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The Industry Responds

The airline industry has responded to the crisis by taking aggressive self-help actions
necessary to stem the effect of deepening losses. As noted above, the primary tool the
industry has used is to match capacity more closely with customer demand by decreasing
operations, cutting staff and reducing service. While measured clinically in terms of available
seat miles (ASMs) or numbers of aircraft, these cutbacks also have a sharply personal
component. Nearly 100,000 employees have lost their jobs as a result of this forced
contraction of the airline industry, along with nearly 400,000 others in the U.S. travel and
tourism sector.

The table below provides a detailed breakdown of the Air Transport Association member
airlines! fleet between December 31, 2000, and December 31, 2002. Moving into the period,

the increase of the fleet by 69 units, as of June 30, 2001, reflects the last wave of modest
capacity growth the industry experienced duting the robust 1990s.

Table C

Net Change in Mainline Operating Fleet - ATA U.S. Members *

Fleet 6/30/01  12/31/01 6/30/02  12/31/02  Change
B727 480 333 259 224 (256)
MD80 631 573 561 554 (77)
DC10 133 111 96 72 (61)
DC9 311 274 272 268 (43)
DCs 118 80 78 77 (41)
F100 114 % 74 74 (40)
B717 28 43 13 13 (15)
L1011 20 15 13 13 )
B747 174 174 170 168 (6)
B737 1,296 1,277 1,303 1,294 @
A330 9 9 9 9 —
MDS0 16 16 16 16 —
A310 41 43 46 45 4
A321 19 23 28 28 9
MD10 12 12 16 22 10
MD11 51 53 56 62 11
A300 89 94 101 104 15
B777 110 119 129 129 19
B767 333 344 359 363 30
B757 579 600 615 623 44
A319 158 177 196 210 52
A320 228 251 267 284 56
TOTAL 4,950 4,717 4,677 4,652 (298)

Sizeable reductions began with the September 11, 2001, attacks and continue to the present,
prompting the fleet to shrink by 298 aircraft, with a strong emphasis on the least efficient
aircraft. While several hundred new aircraft have been delivered (reflecting ptimarily firm,
non-cancelable aircraft orders in place prior to September 11, 2001), the rate of new orders
has plummeted, creating sdll more uncertainty for the aviation sector.

' ATA members are Airbome Express, Alaska Airlines, Aloha Airlines, America West Airlines, American Airlines,
American Trans Air, Atlas Air, Continental Airllines, Delta Air Lines, DHL Airways, Emery Woridwide, Evergreen
International, FedEx, Hawaiian Airines, JetBlue Airways, Midwest Airlines, Northwest Airlines, Polar Air Cargo,
Southwest Airlines, United Airlines, UPS Airlines and US Airways.
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Chart 8
Aircraft Orders and Options Backlog — ATA U.S. Members
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Aircraft utilization also has fallen. Many aircraft now operate four flights per day instead of
five. As a result of aircraft retirements and reduced utilization, operations dropped from the
expected 25,200 per day in 2000 to 24,400 per day in 2001, and an estimated 23,100 per day
in 2002. The following chart documents the 13 percent decline in industry employment from
August 2001 through December 2002, as reflected in Department of Transportation data for
the entire airline industry. A total of 78,000 permanent full-time employees and 20,000 part-
time workers have been cut to help save these companies and their remaining employees.

Chart 9
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Many other self-help measures also are being taken. The table below reflects the actions
taken by the six global network airlines to reduce capital and operating budgets by more than
$10 billion. Despite the cuts, however, the financial hemorrhaging continues. Airlines have
reduced inflight food service, installed automated check-in kiosks, depeaked hub operations,
hedged fuel costs, closed reservation centers, eliminated stations and generally reviewed all
of their costs for every potential savings—and that effort continues.

Table D

Self-Help Measures Taken by the Six U.S. Global Network Airlines*
(Year Ended September 2002 vs. 2000)

Category Reduction Change
Operating Expenses $4.5 billion (5%)
Capital Spending $5.6 billion (47%)
Capacity 100.1 billion ASMs (13%)
Mainline Fleet 240 aircraft (7%)
Headcount 70,112 employees (16%)
Other Closure of numerous city ticket offices,

maintenance facilities, and reservations

centers; reduction in inflight services, fuel

consumption, commission rates; etc.

* SEC filings of American, Continental, Delta, Northwest, United, and US Airways
The Government Responds

The federal government moved rapidly, post-9/11, to respond to the threat of attacks on the
United States by aviation terrorists and the risk of immediate airhne industry bankruptcy.
The Air Transportation Safety and System Stabilization Act (ATSSSA) of September 22,
2001, provided an industry “life-saving” infusion of $5 billion in recognition of the effects of
the system shutdown and its longer-term impact. In addition, $10 billion in possible loan
guarantees were made available to qualified applicants. Notwithstanding the beneficial effect
of the stabilization payments, which were subject to taxation, the resulting 2001 net loss to
the industry exceeded $7.7 billion. (Originally, pre-9/11, this loss was projected at §3.5
billion; without the stabilization offset it likely would have topped $12 billion.)

Subsequently, with the enactment of the Aviation and Transportation Security Act
(November 16, 2001), the Transportation Security Administration (TSA) was established
and, with it, a new era of aviation security. Working with the industry, TSA has established
vastly different and improved security processes and procedures. With well-intentioned and
very valuable government action, of course, other results have followed. The following chart
demonstrates the estimated incremental pre-tax costs to the airlines of post-9/11
government policy decisions. These costs include both the direct, out-of-pocket costs for
new unfunded security mandates imposed on the airlines or billed to the airlines through the
airports, lost revenues resulting from security policies, and payments made directly to the
federal government by the airlines and their customers. As a result of competitive forces at
work in the industry, the absence of industry pricing power results in government imposed
taxes and fees directly reducing industry revenue on virtually a dollar-for-dollar basis.
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Post-9/11
taxes, fees
and unfunded
mandates
have added
more than $4
billion to the
industry’s
annual burden

Chart 10

Financial Impact of Post-9/11 Policies
Estimated Incremental Industry Pretax Costs ($ Millions), 2002 **
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* Includes ramp security, aircraft inspections, checkpoint document verification, queue management, exit lane
monitors, screening of catering supplies and materials, airport space occupied by TSA, security equipment,
training, fingerprinting, background checks, employee ID badge program, increased airport rents and landing
fees, and airport capital modifications.

** All numbers extrapolated from estimates developed by Alaska, America West, American, American Eagle,
American Trans Air, Atiantic Southeast, Comair, Continental, Delta, Express Jet, Horizon, JetBlue, Midwest,
Northwest, Southwest, United, United Express, US Airways.

*** Approximated according to TSA reports.

Chart 10 is also helpful in understanding the magnitude of the problem confronting the
airline industry. Despite the airlines’ massive self-help measures undertaken in response to
the 9/11 crisis, the inexorable growth of other expenses—beyond the control of the industry
to manage and resulting in substantial measure from government action—has significantly
contributed to the deepening economic meltdown of the industry. Post-9/11 taxes, fees and
unfunded mandates have added more than $4 billion to the industry’s annual burden.
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Chart 11

Taxes and Fees on a $200 Roundtrip Ticket
(Single-Connection With Maximum PFC)
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The 76  On the related point of tax policy, Charts 11 and 12 demonstrate both the impact of
percent government tax policies on the airlines, and draw attention to the implications of high rates
increase in of taxation on a fragile industry. The 76 percent increase in industry taxation between 1992

industry and 2002 must be a cause for alarm. The risk that these tax rates, combined with the impact
. of security policies, have overwhelmed the fragile economic balance that has been
taxation maintained by the airline industry in the past is very real.
between
1992 and Table E
2002 must .
be a cause Federal Aviation Taxes and Fees
for alarm
Tax/Fee . 1872 1992 2003 RIT*
Passenger Ticket Tax* 8.0% 10.0% 7.5% nmf
Passenger Fiight Segment Tax* - - $3.00 $12.00
Passenger Security Surcharge - - $2.50 $10.00™
Passenger Facility Charge : - $3.00™ $4.50"  $18.00"
International Departure Tax - $3.00 $6.00 . $13.40 nmf
International Arrival Tax ’ - - 1 $1340 nmf
INS User Fee : - $5.00 = $7.00 nmf
Customs User Fee : - $5.00 $5.00 nmf
APHIS Passenger Fee ° - $2.00 $3.10 nmf
Cargo Waybill Tax" . 5.00% 6.25% . 6.25% nmf
Frequent Fiyer Tax - - 7.5% nmf
APHIS Aircraft Fee - $76.75 $65.25 nmf
Jet Fuel Tax* - - 43¢/gal nmf
LUST Fuel Tax™ - 0.1¢/gal 0.1¢/gal nmf
Air Carrier Security Fee - - TBD nmf

* Tax applies only to domestic transportation; prorated on flights between mainland U.S. and Alaska/Hawaii
“*Legislative maximum )
***Single-connection roundtrip with $4.50 PFC
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Chart 12

Aviation Taxes Have QOutpaced Inflation and Airfares
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The Role of Insurance

Following the 9/11 terrorist attack, overall liability insurance costs for U.S. aitlines more
than tripled. War-risk insurance, which had been provided at no cost or for only one or two
cents per passenger, became prohibitively expensive. After 9/11, insurers, not sure of the
actual risks, priced war-risk insurance at rates that airlines could not afford. (For example,
one insurer offered war-risk insurance for $2.25 per passenger, which would have cost the
U.S. airline industry nearly $1.4 billion annually )

The FAA 1n late September 2001 responded to the turmoil in the insurance markets by
providing third-party war-risk insurance to U.S. airlines. Recognizing that the markets still
were not offering war-risk insurance on reasonable terms, Congress last fall in the Homeland
Security Act instructed the FAA to expand, at least through August 31, 2003, its war-risk
policies to include coverage for passengers, crew and hulls (aircraft). This coverage is costly—
roughly $140 million annually for the U.S. airline industry-but it is far more economical than
obtaining coverage commercially.

As a further recognition of the adverse circumstances and the terrorist threat against the
industry, the Act reinstated the $100 million act-of-terrorism hiability cap that first had been
enacted in the Air Transportation Safety and System Stabilization Act of 2001.
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Every
one-cent
increase in
the cost of a
gallon of jet
fuel costs
the industry
$180 million
per year

Chart 13

Airline Insurance Costs: 2001-02
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The Role of Fuel

Fuel constitutes the industry’s second-largest operating expense. During times of relatvely
moderate fuel prices, these costs average 10 to 12 percent of industry expenses. Currently,
these costs are pushing 15 percent—and with every one-cent increase in the cost of a gallon
of jet fuel costing the industry $180 million per year, the exposure of the industry to price
escalation is severe.

Beyond its direct impact, another aspect of an energy price increase is the relationship
between energy, the economy and air travel. The link between energy prices and the health
of the economy is clear. The major recessions of the past 30 years can, in large measure, be
attributed to the steep increase in energy prices. The airline industry is inextricably tied to the
overall economy—even minor recessions result in reduced demand and increased sensitivity
to prices for leisure as well as business travelers.
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Chart 14

Oil Shocks Trigger Recessions
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Past fuel spikes and attendant recessions have brought about widespread hardship in the
airline industry. Airline profitability suffers as a direct consequence of a weakening economy.

The airlines are doing everything they can to conserve fuel. Throughout the history of
commercial aviation, airlines have insisted upon the most fuel-efficient aircraft possible and
have worked with airframe and engine manufacturers to reduce fuel consumption. Today’s
fleet 1s nearly three times more fuel-efficient than the fleet we were operating at the time of
the first OPEC fuel cnsis. In fact, our conservation efforts have resulted in a fuel
consumption rate of almost 40 passenger miles per gallon in today’s aircraft—a rate that
compares favorably with the most fuel-efficient automobiles.

Unfortunately, once again, the bottom-line is a massive increase in industry losses. During
the first 11 months of 2002, spot prices for jet fuel rose 27 percent. Just since last December,
spot prices have risen an additional 55 percent.

By the end of February 2003, spot prices had reached $1.20 per gallon, a 108 percent jump
from February 2002.
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Chart 15

Market Price of Jet Fuel
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While carriers have employed various hedging strategies to deal with the situation, the
additional impact on the industry of Jet A prices remaining at current levels for just two
quarters would be on the order of $3.6 billion.
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The Perfect Storm

Between customer avoidance of atr travel, government tax and security policies, insurance,
escalating fuel prices and the general state of the United States and world economies—-and
despite massive and ongoing industry self-help efforts eliminating billions in expenses—
industry losses continue to accumulate. The 2001 loss of $7.7 billion (which reflected the
stabilization payments) was exceeded by the 2002 reported loss of more than $10 billion.

Table F

Changes Since 9/11 for Airlines With More Than $100M Revenue

2000 2001 2002 2002
prelim Changes vs.
2000
Net Profits/(Losses) $2.6B $(7.7)B $(9.5)B $(12.1)B
Traffic (RPM) 690.9B 649.0B 634.3B -8.2%
Passengers 663.3M 618.8M 601.4M -9.3%
Daily Flights 25,200 24,400 23,100 -8.3%
Employment 659,600 655,400 584,700 -74,900
Fuel Cost (per gallon) 78.9¢ 78.6¢ 71.5¢ -9.4%
Airfares $135.60 $124.60 $114.70 -15.4%
Load Factor 72.4% 70.0% 72.1% 0.3 pts
Breakeven Load Factor 70.4% 76.7% 81.4% +11.0 pts

Despite
massive and
ongoing
industry
self-help
efforts
eliminating
billions in
expenses,
industry
losses
continue to
accumulate

Notes:

1. This data is for the Major and Natonal airlines. This DOT category includes all

airlines with more than §100 muillion in operating revenues.

2. Self-help measures are clearly visible in the reduction in the number of flights,
and the reduction in employment. These two categories afford the greatest
possibility for management to lower expenses. Of course, many other steps
have been taken as well.

3. Airlines have sharply lowered prices in order to attract as many travelers and
shippers as possible. Demand for travel is elastic. That is, by lowering prices,
volume will be stimulated and revenue will rise. However, demand for business
travel is less price elastic than letsure travel. That is, when business travel prices
are reduced, volume may not increase commensurately. With the slumping
economy, business travelers have benefited from lower price levels, but business

travel volume is still well below 2000 levels.

4. The employment reductions reflect average annual values. When calculated
from peak employment to trough, the reductions are even greater.

5. The sharp rise in the breakeven load factor is driven by two factors -- lower
prices and higher costs. When prices go down, more seats must be filled to
generate breakeven revenues. When costs rise, more seats must be filled to
cover those higher costs.
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For 2003, “base case” estimated losses (premised upon first-quarter performance and
projected fuel costs) will exceed $6.7 billion. Should current estimates prove valid (which as
noted below is unlikely in the event of an active war in Iraq) the industry will stand to have
lost, at a minimum, almost $25 billion from 2001 through 2003. Depending upon the course
of a war, these losses could worsen significantly.

Chart 16

Airline Industry Net Income/(Losses)
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In order to remain in business and continue to provide essential transportation, the airlines have
assumed massive debt burdens to cover their losses. The industry is now carrying over $100
billion in debt. The 11 largest passenger carriers alone are 90 percent leveraged, with debt
approaching $90 billion. At the same time their credit ratings have declined—with debt of nine of
the nation’s 10 major airlines rated “junk."
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Chart 17

Airline Industry Leverage*
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Source: Salomon Smith Bamey estimates for AirTran, Alaska, American, America West, ATA, Continental,
Delta, Northwest, Southwest, United, US Airways

Table G

Airline Credit Ratings — Standard & Poor’'s

9/10/01 3/5/03 Change
Southwest A A —
Alaska BB + BB (1)
Delta BBB- BB (2)
Northwest BB BB- (1)
Continental BB B+ {2)
AirTran B B- (1)
America West B+ B- (2)
American Trans Air B+ B- (2)
American BBB- B- {6)
US Airways B D (8)
United BB+ D (9)

Stock prices have plummeted as well. By the end of February 2003, the outstanding stock
value of the entire network-carrier industry had plummeted to only $3.2 billion. The industry
is financially depleted and “going down for the last count.” It does so at grave risk to our

broad, national, transportation-dependent economy.

24



Air Transport Association

For every
jobin the
airline
industry,
15 jobs are
produced
in the
broader
economy

Section i

Aviation’s Critical Role in the U.S. Economy

life of Americans was made readily apparent by the terrible events of September 11,
2001. Layoffs and financial losses in civil aviation, its supplier industries, the tourism
industry and the broader economy rose sharply.

T he importance of civil aviation to the economy, to the nation, and to the quality of

According to the authoritatve 2002 Nationa! Economic Impact of Civil Aviation study conducted
by DRI-WEFA, Inc. and the Campbell-Hill Aviation Group, Inc., the total 2000 impact of
the commercial aviation sector in the United States exceeded $800 billion (8 percent) in
GDP and 10 million jobs.

More fundamentally, air transportation powers our national economy—it links our
communities together; it delivers vital, high-value goods; it produces jobs across the
spectrum including our largest sector of employment, travel and tourism; and it drives just-
in-time delivery vital to our productivity. There is quite literally no aspect of life in the
United States that does not benefit from aviation.

When aviation experiences economic difficultes, those difficultes reverberate across the
economy. For every job in the aitline industry, an estimated 15 jobs are produced in the
broader economy. It 1s not surprising, therefore, to learn that in the travel and tourism sector
of the economy alone, more than 460,000 jobs have ceased to exist in our post-9/11
economy. With nearly 100,000 of these jobs coming directly from the airlines, the ripples
grow. Job losses for aerospace workers are obvious—less so are the jobs lost in every other
sector that depend upon those nearly half-muillion lost jobs.

Table H
Employment Impact of Civil Aviation by Sector, 2000
(000s of Jobs)
Direct | indirect | Induced| Total Percent

Retail Employment 1,022 586 669 2,277 20%
Transportation 1,381 610 131 2,122 19%
Other Manufacturing 0 310 925 1235 11%
Mining and Construction 393 117 218 728 6%
Wholesale Employment 0 490 182 672 6%
Transportation Equipment 380 65 122 567 5%
Finance, Insurance and Real Estate 0 184 213 397 4%
Public Utilities and Communications 0 61 167 229 2%
Other 1,059 787 1,175 3,022 27%
Total 4,234 3,212 '3,802] 11,248 100%
Percent of Total 38% 29% 34% 100%

‘Source: DﬁI-WEFA. Inc.
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Civil
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touches
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will, to a
great
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shape
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society and
the U.S.
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the coming
decades

As discussed later, the prospect for the loss of an additional 100,000 aitline jobs is very real.
With such a loss, some 3,800 daily flights would be eliminated. With that action, mid- and
small-size communities would suffer significant service reductions, including the likely
elimination of air service to many smaller communities.

Civil aviation has become an integral part of the U.S. economy. It is a key catalyst for
economic growth and has a profound influence on the quality of life around the globe. It
integrates the world economy and promotes the international exchange of people, products,
investments and ideas. Indeed, to a very large extent, civil aviation has enabled small
community and rural populations to enter the mainstream of global commerce by linking
such communities with worldwide population, manufacturing and cultural centers.
Fundamentally, civil aviation touches neatly every aspect of our lives, and its success will, to
a great degree, shape American society and the U.S. economy in the coming decades.

The United States possesses the largest, most extensive aviation system in the world with
more than 18,000 landing facilities, ranging from large commercial airports serving millions
of passengers annually to small grass strips accommodating only a few aircraft each year. Of
the nation’s more than 500 commercial service airports, over 400 enplane more than 10,000
passengers annually and are classified as primary airports. Of these, 50 are responsible for 70
percent of commercial traffic. The FAA records some 7,000 aircraft owned by commercial
air carriers, of which over 6,000 are large aircraft, defined as having a seating capacity of
more than 30 seats or a maximum payload capacity of more than 7,500 pounds carrying
passengers or cargo for hire or compensation.

In 2000, U.S. airhines carried 666 million passengers and registered 24 billion ton miles of
cargo on nine million scheduled departures. U.S. airlines also carried 11 million passengers
and over six billion ton miles of cargo on 400,000 non-scheduled departures.

Economic deregulation of airlines in the late 1970s stimulated competition from both
existing firms and new entrants. Intensified competition spurred innovations in marketing,
operations, technology, and governance that enabled firms to become more efficient,
improve service quality, introduce new services, and become more responsive to consumers’
preferences. Air travelers enjoyed a 38 percent decline in real average fares through 2000 and
79 percent greater service (as measured by departures), concurrent with an increase in
revenue passenger miles of 200 percent. Fares fell rapidly and personal travel by air became
the norm after deregulation. Airlines accelerated development of network route structures to
increase flight frequency and to broaden the scope of services to include many previously
unserved or underserved small and medium markets, while taking advantage of the
efficiencies of the hub-and-spoke system.

With deregulation, air cargo networks were able to facilitate just-in-time shipping, providing
expanded services at lower costs. Optimization of just-in-time shipping allows short
production and development cycle imes and eliminates excessive inventory in the logistics
chain regardless of facility location. Without the availability of ubiquitous, reliable, efficient
air express service, U.S. businesses would be unable to realize the competitive economies of
just-in-time production. Air transportation offers many cost advantages—lower lead times,
quicker customer response times, improved flexibility, and reduced inventory. Many high-
tech, high-value industries have embraced air transport for its time and cost advantages in
manufacturing and distribution, and because it improves delivery reliability by providing
tume-definite guarantees.
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Section IV

War With Iraq

T he anticipated impacts on the airline industry of a war with Iraq raise the risk of an
economic catastrophe to crisis levels. Nationalization of the industry as a result of
wholesale airline bankruptcies is conceivable.

The grave condition of the industry entering into the war, as outlined in Section II, is already
being worsened by reductions in travel brought on by public concerns—avoiding
international travel, not wanting to be away from home in the event of hostilities, fear from
terrorist reprisal attacks—all are combining to dampen demand below its already weak levels.

In an effort to quantify the likely impact of war on the airline industry, the following
scenarios put forward four “case studies” of the prospects. The studies, which range from
the Base Case/No War scenario through the full first Gulf War experience combined with a
major terrorist incident (with an impact similar to the 9/11 attack), provide what is believed
to be a conservative and reasonable picture of likely outcomes. Each case is based upon all
fighting occurring during the second quarter of 2003. To the degree possible, actual advance
booking data were incorporated into this analysis. In each scenario, carrier lJoss mitigation
actions (further drastic cuts in capacity and staff) are factored into the calculation.

The data, which follow, along with the operative assumptions, set forth a bleak picture with
best-case 2003 losses to the industry in the $6.7 billion range without any Iraq War. This
estimate is based upon actual first-quarter 2003 operating data. Earlier estimates, projecting a
$5 billion to §6 billion loss, have already been proven overly optimistic.

Moving up the scale, and primarily for comparison purposes, a scenario equivalent to the
first Guif War—which is believed highly unlikely since fares actually rose in that period—
would result in a $7.6 billion loss.

The most likely war scenario produces industry losses $4 billion higher than the base case,
for total losses of $10.7 billion. This analysis projects a 15 percent traffic decline during one
quarter of “active” war activity. This is based upon actual carnier advance booking
information, which declined internationally by more than 20 percent following the recent
Code Orange security alert. Advance booking data are corroborated by weekly traffic data
collected by ATA. Since mid-December, year-over-year traffic growth rates have fallen
sharply in every geographic entity served by U.S. airlines, with the biggest declines in the
Atlantic. Based upon historic patterns from traffic declines and the slow rate of returning
traffic under this scenario, the last quarter of 2003 could see traffic levels no higher than
those experienced in 1997. At these loss levels, sequential airline bankruptcies are inevitable.
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Chart 18

Industry Traffic Growth Rates Plummeting as Anticipated War Approaches
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Finally, a conservative worse-case scenario projects losses of $13 billion based upon a Gulf
War-type experience combined with a terrorist attack of 9/11 magnitude. While current
conditions mean airlines must fill 80 percent of seats to break even—an unprecedented
annual requirement—such an eventuality would raise the bar to 92 percent. Under this $13
billion loss case, a total industry collapse is virtually certain.
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lraq War Scenarios

Table |

Anticipated War Losses
(2003 scenarios compared with 2002 base)

2003 Scenarios Base Guif War Most Gulf War
Case - Equivalent Likely Equivalent
No War Plus Terrorism
Net Profits/(Losses) | $(6.7)B__| $(7.6)B $(10.7)B $(13.0)B
Traffic +5% -3% -8% -12%
Passengers +28M -18M -52M -75M
Daily Flights +500 -700 -2,200 -3,800
Employment +11,000 | -31,000 -70,000 -98,000
Fuel Cost 83¢ 78¢ 93¢ 110¢
| (per gallon)
Airfares +0.2% - 4% -9%
Load Factor 73% 72% 73% 75%
Breakeven 80% 80% 85% 92%
Load Factor
Assumptions:
1. In all cases, the war is expected to last for one quarter (90 days). Obviously, the

impacts would be magnified if the war were to last longer.

The Base Case assumes there is no war and shows how the airline recovery
might continue after two years of losses following the 9/11 terrorist attacks. It
assumes a growing economy, which would be the principal driver for increased
traffic levels.

The Gulf War Equivalent scenario is based on domestic traffic falling 5 percent
while international traffic falls 15 percent. The overall traffic decline would be 7.8
percent and recovery to pre-war levels would take about six months. Fuel prices
would fall sharply following a quarter in which they have spiked higher. Airfares
are assumed to rise by 3 percent during the war but fall slightly during the
recovery.

The Most Likely scenario is based on information from airlines on advance
bookings for March and April compiled specifically for this report. These
advanced bookings suggest that traffic will fall more sharply than during the Gulf
War [. Further, the Most Likely scenario assumes that an Iragi war on top of the
already depleted crude oil inventories will continue to see high but modestly
declining crude prices. As after the 9/11 terrorist attacks, airlines are expected to
try to attract travelers with lower prices.

The Gulf War Equivalent scenario coupled with a terrorist attack within the U.S. is
expected to bring even more difficult circumstances. During the 1991 Gulf War,
airline traffic across the Atlantic initially declined by 43 percent. In this case
international traffic is assumed to decline by that amount for a full quarter and
domestic traffic is assumed to fall by 25 percent. Crude prices are projected to
increase sharply in this case.
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BASE CASE ASSUMPTIONS

Net Losses  After recording losses totaling nearly $10 billion in 2002, the industry is
able to make some progress in reducing losses in 2003 to $6.7 billion.

Traffic With a growing economy, airline traffic shows continued improvement
with a 5 percent growth rate but still does not return to 2000 ievels.

Passengers The number of passengers grows by 28 million or about 76,000 per day.

Daily Flights To accommodate the growing number of passengers, airlines add about
500 daily flights.

Employment To handle the increased flow of passengers and freight, airlines add
about 11,000 employees—about 2 percent. The increase in employment
is less than the increase in the number of passengers because of
increasing productivity of the workforce.

Fuel Cost Current fuel prices are running at over 100 cents per gallon. With the
Venezuelan strike behind us, energy costs are expected to moderate.

Prices Fares are currently running at 1988 levels, without adjustment
for inflation. Prices have been very weak because of the slack demand
for air travel. With increasing demand in 2003, airlines may be able to
put in place a modest 3 percent fare increase.

Load Factor The percentage of seats filied is expected to reach a record high of 73
percent as carriers add capacity more slowly than the increase in
passenger and cargo demand.

Breakeven

Load Factor  Although the industry is expected to reach a record load factor in 2003,
prices remain very low and costs very high, so that the breakeven load
factor remains seven points above the actual foad factor. A price
increase would reduce the number of seats needed to be filled to break
even, and decreases in costs—especially labor and fuel-would reduce
the breakeven load factor.
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GULF WAR EQUIVALENT SCENARIO

Net Losses  Losses would grow to $7.6 billion principally because of the decline in
the number of passengers.

Traffic When fighting began in the Gulf in 1891, traffic declined by 8 percent and
took about a half-year to recover to pre-war levels. For the full year, 1991
traffic declined by 2 percent. This scenario assumes the same quarterly
8 percent decline in traffic and assumes that by the fourth quarter, traffic
will be back to fourth quarter 2002 levels. It should be noted that fourth
quarter 2002 traffic was still 8 percent below the fourth quarter of 2000.

Passengers An eight percent decline in passenger traffic equates to 13 million fewer
passengers in the quarter. For the full year, a 3 percent decline in the
number of passengers equates to 18 million less than in 2002.

Daily Flights During the Gulf War, flights were not reduced in proportion with the
decline in passengers, and load factors fell. This scenario assumes a
slightly greater reduction in flights, with a proportionately greater
reduction in fuel and labor costs.

Employment Net employment for the year will average 31,000 fewer than in 2002.

Fuel Cost During the Gulf War, fuel prices declined from the highs established in
the preceding quarter when Iraq had invaded Kuwait. This scenario also
assumes a sharp decline in jet fuel prices from the preceding quarter.
With the cut in the number of flights, fuel consumption is expected to be
reduced by over 500 million gallons. At the assumed price of 78 cents
per gallon, airlines would save nearly $400 million.

Prices During the Gulf War, airfares increased. We have assumed that same
increase in this scenario. However, it seems unlikely that airlines (who
were unable to raise prices in 2002 because of weak demand) would be
able to raise prices in the face of weaker demand. Nonetheless, to
closely replicate the experiences of the Gulf War, a 3 percent increase is
assumed for the period of the war followed by a 1.4 percent quarterly
(year-over-year) decline and a 0.4 percent increase. These price moves
are identical to the price changes of the Gulf War. A more likely outcome
is that airlines would continue to lower prices and losses would widen.

Load Factor  With flights and capacity cut, load factor is assumed to remain close to
the near record levels of 2002. If flights and capacity were cut less
aggressively (as in the Guif War) load factors would be lower and losses
would widen.

Breakeven

Load Factor The breakeven load factor is driven higher principally by higher unit
costs. Although airlines will cut employment and fuel consumption,
average compensation per employee is expected to rise slightly. Laid off
employees come from the low end of the seniority lists. The remaining
employees tend to be more highly compensated because they are more
senior. Unit fuel costs (price per gallon) are assumed to be seven cents
per gallon higher than in 2002. Over the last 10 years the average price
per gallon of jet fuel has been 63 cents. The last three years have seen
jet fuel prices of 79, 79 and 72 cents. These fuel costs that have been
far above the long-term average price are a big part of the losses
experienced by the airlines.
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MOST LIKELY IRAQI WAR SCENARIO

Net Losses

Traffic

Passengers

Daily Flights

Employment

Fuel Cost

Prices

Load Factor

Breakeven
Load Factor

Net losses would be expected to increase by $4 billion over the base
case (no war) scenario. These losses would be principally driven by the
decline in traffic coupled with a decline in price and an increase in the
price of fuel.

Based on advanced booking information supplied by ATA member
airlines, traffic is expected to decline more sharply than in Gulf War I.
Carriers have indicated that following the move to Code Orange security
level, international advance bookings declined by more than 20 percent.
In this case, we have assumed a 15 percent decline in the quarter in
which fighting occurs followed by quarterly declines of 10 and 7 percent.
By the fourth quarter of 2003, traffic levels would be expected to be at
levels that are similar to 1997. These low traffic levels would be the
combined result of having not yet recovered from the 9/11 terrorist
attacks and the added impact of a second Gulif War. It would then take
several years of steady growth to return to 2000 traffic levels.

These lower traffic levels equate to 52 million fewer passengers carried
in 2003—an 8.6 percent reduction compared to 2002 and 17 percent
below record 2000 levels.

Carriers are expected to react aggressively to the decline in traffic by
cutting service equally sharply. Flights are expected to be reduced by
2,200 per day—a 9.5 percent cut for the full year.

Unfortunately, employees bear the brunt of self-help measures
undertaken by airlines. The workforce is expected to be reduced by
70,000 in this case.

Fuel costs are expected to rise. Crude oil inventories have been

reduced to very low levels by the Venezuelan strike, making the nation
more vulnerable to supply disruptions from the Middle East. Even

though the Venezuelan situation seems to be resolving, crude prices and
jet fuel prices are continuing to rise.

Airlines will struggle to regain their lost customers by further lowering
prices. This was the pattern followed after the 9/11 terrorist attacks.
ATA expects that airlines will continue to cut prices in order to stimulate
demand. In this most likely scenario, we expect prices to fall about four
percent compared to the eight percent declines in 2001 and 2002
triggered by the 9/11 attacks.

With aggressive capacity cuts and their attendant cost reductions, airline
load factors are expected to reach record levels.

Even with many cost cutting measures in place, the breakeven load
factor is expected to increase to an extremely high 85 percent.
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GULF WAR EQUIVALENT PLUS TERRORISM SCENARIO

Net Losses  Although many people are working hard to avoid this scenario, it must be
assigned a relatively high probability. If a terrorist attack occurs in the
U.S., passenger volumes would be sharply reduced and iosses would be
unbearable. ATA believes that losses could amount to $13 billion and
would threaten the continued viability of the industry.

Traffic Another terrorist attack would send traffic plummeting. During Gulf War |
and following the 9/11 terrorist attacks, Atlantic traffic initially declined by
43 percent. In this scenario all international traffic is assumed to decline
by that amount for a full guarter and domestic traffic is assumed to fall by
25 percent. For the full year, traffic could fall by 12 percent, bringing the
industry back to 1995-1996 traffic levels. It would take years to recover.

Passengers Passenger enplanements would drop by 75 million. Considering the No
War scenario, this represents a passenger decline of more than 100
million from those expected levels.

Daily Flights Airlines would react aggressively to cut their costs. Airline flights would
be reduced by some 3,800 daily flights. Service to many small- and
medium-sized communities would be eliminated.

Employment Employment levels would be cut by nearly 100,000 employees, bringing
the total reduction in force from 2000 to 2003 to nearly 175,000 or more
than 25 percent of the workforce.

Fuel Cost Fuel costs are currently as high as the spike that preceded Gulf War I. In
this scenario we have assumed that they remain at those very high
levels through the war and decline slowly during the following quarters.

Prices Lower prices are expected to recoup lost traffic. In this scenario price
reductions are assumed to be about the same as those that followed the
9/11 terrorist attacks.

Load Factor  With even more aggressive capacity cuts, load factors are assumed to
increase to record levels—reaching 75 percent.

Breakeven

Load Factor Although airlines will aggressively cut costs, breakeven load factors are
expected to rise to impossibly high levels—reaching 92 percent for the
year.
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Section V

Conclusion

key pillar of our nation’s economy—our airline system—is suffering from

extraordinary adversity brought about by the 9/11 terrorist attacks on America. The

forces at work are well beyond “normal” market fluctuations and reflect the stated
goal of the terrorists to bring down the United States by attacking its key institutions.

Over the past eighteen months, both the United States government and the airline industry
have taken decisive steps to defend and stabilize this critical economic engine. While the
steps have been difficult, painful and expensive, they have been essential. For the airlines,
massive job losses, massive new costs, and radical airline capacity cuts, among the other
measures outlined in this report, have been undertaken to try to keep the airlines flying. The
government has been equally aggressive in establishing new security processes and
procedures.

As our long national fight against terrorism continues, however, still greater “non-market”
adversity is on the horizon for the airline industry. The mere prospect of war with Iraq has
already further weakened this industry, which is literally struggling to survive. As the
prospects for war mount, and its likely scenarios are projected, it becomes starkly clear that
wholesale bankruptcies in the airline industry, major airline liquidations and even the forced
nationalizaton of our airline system are the risks we confront.

There remains a short window of opportunity if we are to avoid this likely outcome. The
government can and should act with dispatch to reduce the burdens currentdy imposed on
the airline industry. While the airlines must be expected to deal with normal forces in a free
market, the government must recognize and respond to the extraordinary, non-market
forces that have produced the crisis in the industry.

The tume for decisive government action to maintain this essential key to our economic
SUCCess IS NOW.
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Executive Summary

The Association of European Airlines (AEA) bas engaged GPC and OXERA to
investigate the computer reservation system (CRS) economic model and the European
Union (EU) regulations that govemn the relationships between airlines and CRSs. The
objectives are: .

. to identify options that would change the working model between airlines, agents
and CRS service providers to facilitate better competition across functionality,
quality and price, by introducing increased market forces or more effective

. wmﬂumcednEUmﬂ:eshontermwaddrusmcoftheongomgeonwns
about non-compliance with the Code of Conduct and to improve the bargaining
power of airlines with respect to CRSs.

" CRSs are involved in the business of travel distribution—they act as intermediaries

between suppliers of travel services (airlines, hotels and car-rental companics) and
distributors of such services (travel agents, Internet travel agents). The central role is one
of information transfer; data are stored about current service providers and the CRSs
provide the necessary infrastructure to transfer these data, facilitating the distribution of
travel products between producers and trave! mediators.

The CRS industry is dominated by four major companics: Sabre, Amadeus, Worldspan
and Galileo. These companies grew out of the internal reservation systems developed by
airlines from the early 1950s in the USA. Sabre was the first CRS to be developed, by
IBM and American Airlines in the 1950s. It became operational in 1963, and was made
available to travel agents in 1976. Other airlines responded to these developments by
commissioning computer companies to develop similar systems, and the other main CRS
companies evolved as the existing technology was modified and enhanced. While Galileo
and Amadeus were founded by European airlines, their origins still lie in the CRS
systems developed in the USA. Far-reaching ownership changes have taken place over
the last 10 years, with the flotation of Galileo and Sabre, but airlines remain majority
holders in Amadeus and Worldspan.

The strength of the major four CRS companies canbeseenmthewoﬂdmdcmarkctshm
that cach company commands.

Global distribution system market shares, 2000 (miilions of air segments)

13.0%

Source: Garrett Communications (2001), ‘2001 GDS Yearbook'.
i
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The Council of Ministers adopted the CRS Code of Conduct Regulation (hereafier
referred to as the Code) on July 24th 1989, as part of the package on air transport
liberalisation within the EU. The motivation for the Code was to promote fair competition
in the girline sector (ie, competition between airlines for passengers). The EU wanted to
ensure that large airlines did not use their ownership of CRSs to promote and protect their
own interests, by preferential bookings on parent carrier flights, or by raising barriers to
entry for market entrants. The Regulation was covered by a block exemption (3976/87,
and later by 3652/93) (see section 2.2).

In 1993, the Code was modified to ensure equal functionality between participating
carriers and to oblige parent carriers to provide information to all CRSs. In a major part
this was intended to ensure that there was fair competition defween CRSs and it was
intended that equal access to flight and pricing information would benefit travel agents,
air carriers and ultimately consumers. The block exemption expired on June 30th 1998.

The Code was changed again in 1999 to place a greater responsibility on subscribers
(travel agents) with the introduction of Annex Il The Annex was introduced in order to
ensure that subscribers would not provide ‘inaccurate, misleading or discriminatory’
rescrvation services. It was also intended to prevent travel agents making speculative or
fictitious bookings in order to maximise the incentives offered by suppliers.' Finally, the
Code was extended to cover rail bookings.

The Code remains embedded in Council Regulation 2299/89 (323/99 is the most recent

amendment) and the Commission must formally propose any changes for modification of
the Code. Any modifications would almost certainly be adopted by the co-decision
procedure, as a joint Regulation of the Council of Ministers and the European Parliament.

Against the industry and regulatory background laid out above, the aim is now to set these
industry features within a standard competition law framework. By defining the market
structure and more formally exploring the market power of the participants, & coherent
analysis of the CRSs’ actions is possible. More importantly, the likely success of a given
remedy can be assessed against whether it addresses the underlying market problem.

The role that the CRS plays as an intermediary between airlines and agents means that
two markets are focused on:

. an upstrcam global market for the distribution of airline information and
Teservation services for air travel to travel agents and system users; and

. a downstream market for the provision of information, booking and ticketing
services for air travel services to agents, with national scope.

'prulﬁwbookhpomwmnmvdwmuminmﬁdpnimofnwlcliems'demmd.
:”dmﬂouboounpnuuboothpmnd by a tavel agent which are unrelated 10 any current or expected use by
clients.
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CRSshwdgniﬁéuummtapowaoverairﬁnabecausemhcmmlsa.lugc
pmpaﬁonoftavdagenmhﬂ\qdownsu&mmmk:tmetheahﬁn@'perspecﬁve,
CRSamnotmdilysubsﬁnmbleforonemthﬂ,uachCRSmtmhwemmm

inpormndxmofw!muhitsmanbcuwdagmmmnmy,ﬂuem

dgniﬁcmtbmim’bamyinmCRSmpply,WhichmmthatWintumedinieam

rare. It is argued that the conditions are not in place that would prevent any one CRS (and -

cuuinlymafowukmmgahﬁ)bdxnvingindepmdaﬂyofmciwmadrﬁnes.m

. Wﬁmuledbythcfmtdmmstdﬂinseoﬂdmtchmbmb”

puﬁdpdeinmyoneofﬂncbmmajorCRSs.regardlmofdmemltm
offered.? o ' :

hthcdowns&ummm'het.wmpeﬁﬁonbyCRszormelugmcymnketshamis
obsu-ved,aswouldbeckpecwdThuewwbetwomineomponcmsofaCRS's
oﬁrmuwmmrwwhichmeCRSianﬂmad'mtheneedsofmeagm‘s'
main market; and the piice of the service offered. However, the price element of that
wmpeﬁﬁonukuapavmfom“nmﬁveymagommsﬁn:nnmbaof
agencia'payingCRSsﬁ:rsavicu,nawmostagmcieammrxdwpaymtsﬁum
CRSs,uweﬂasmcdvingthcbooldngsavicu.ThiaisbemseCRSspasnpmporﬁm
ofthebookingfeedwy,mdveﬁomtheaidinuonmﬂmugendu,whmthcagmcies

d:ebooking.haresultCRSscompeteforthebusimoftmvclagenuby
offering increasingly high ‘cash-back’ payments. However, these increased costs are
effectively passed back to airlines in increased booking fees (which have been rising by
around 5% per annum), so this form of competition is not effective in constraining CRSs’
eom.Fmabngud:eaitﬁncsmunablewuitﬁommemmeamCRSmmket,dry

have no choice but to pay these higher booking fecs. -

In addition, and reinforcing the inability of sirlines to exit from a particular CRS, some
CRSs clearly have a very strong position in some national markets, which could be
uguedwyiddadomimntposiﬁomeisdominancemuldbednemmcxceﬂmtsavice

. \oﬁ‘aingforﬂxcgimenket,huihup&uminvmthytthRSovaamnnberof

yeus.Suchdominamepeueisnotillegal."mcCRSsthatmmallerineachmarketdo
q:pwtoeompdaforngmcybusihus.AgennthattmdaforthcirCRSbminm
generate multiple participants which offer competitive bids. With evidence of this, it is
diﬁcnlttonguemnmyhdividualCRShasthcpowutobehavewm:pprecixble
exteutindependeutlyofiuwmpeﬁmmmdmmsinceothuCRSsappww_
competewiththem.Fmthadehiledinvuﬁgaﬁonofmypuﬁwlumﬂonalmtqtmy
multhnthegmuicpictmtofoompcﬁdvctmdaingdoumthold,inwhichcuemc

- jncimbent may be shown to be dominant. In general, the conclusion is that any ooe CRS

~

’Mithmmumwﬁmwhha&;Hmhthmw
uﬂnmumm-wunm.msumwmmduuam .
3 This acsumes that the fnvestmant in the nationa! services was not cross-subsidised by income from the airfines

wpstream.
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. The high level of cash-backs offercd by the CRSs 10 the travel ageats may form &

significant barrier for new firms attempting to offer competing services to
ﬂnCRS&nwwldbevuydiﬁcuhféraeompeﬁtortotthRSnomuavel
mmmhsyslnn-withoNoﬂaingﬂnumembneo,orsimﬂarwh
mdummﬁivendnovmucomdpmvidingqnhindwemmts,myuw
qtmnwpnldneedmmc'theumebuiceoononﬂcmpdclutheadstingCRSs.

. mmﬁw'mm@w«mbﬁaﬁwm.

ThevolmnediwomnSmmwnmdmdﬁveﬂwmargimlpmhmtowardsm
CRS,whichﬁmiﬁeﬁ‘ecﬁvecompeﬁﬁonﬁqmothamm(mchudhectulu).

. Distibution costs are high .due to relatively high CRS profits and possible

inefficiencies in the CRSs. This reduces consumer welfare.

' Thegublansmﬂnheammmadymma.upemﬂymthmpedmmeupcm

m:ﬂ:st.ﬁawgrimnﬂyﬁomtwommu:-thcmnrketpowaoftheCRSopaﬂaswim
toairlinel;anddnehtaacﬁonbetwemthcupmmddownmummarkas
ﬂwCRSopmsnns,inecommictams,theremdneetypuofmedyM

eouldbemedtoﬁdmd:epmblanﬁdmﬁﬁedin&xeupmﬂrken

. mﬁmchmgeiinthcupstrmmuketﬁmmeorremoveﬂwmfkapowa
: ofCRS:yuternswithrespecttodrlinaby,mabﬁngeﬁ‘ecﬁvecompeﬁﬁmto
operate between CRSs;
° innodueemeeﬂ'ecﬁvemguhﬁonofCRSopentors'todimcdyeomwtheir
market power; _— ]
[ J inuodncemgulaﬁonthathnnusesthewmpeﬁﬁvedynmnichmedownm
mkammmmmmmwainmeupsmm.

) Inpncﬁce,-ﬁtnmnberofﬁ)msofmnedythatoo\ddbepmuedislinﬁwdmm

forms of remedy analysed in this report focus on: o .
. changing the Code of Conduct; -

. monitoring the CRS cost base; . L
> alta‘ingthepyicemgcmenrstodignimenﬁvesmmeclosely. ;

Changing.mmovh&mq‘godeofcmmisdedgnedmmmhudaforﬁﬂﬁmm

) ugoﬁmwithq»CRngdhmcehnpmvethebdmceofbugpiningpowabdwmme

Mpmta.mmmobﬁpﬁommakﬁmmmﬂmmmmﬁmdwimm
imposed’ ‘nll_-or-nothing‘ choice, inherently weakening their negotiating position with
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cach CRS.’ Relaxing the obligations on sirlines to enable them to choose different levels
of functionality, participation that differs across regions, or even the option to delist from
lCRSlfthcydomtﬁkemetcmsdwymbemzoﬂ'aed,maylmpmvethcwmmmml
relmonshpretweenewhndmemdcns

However, altmngﬂ)eCodeofConductaouwwweﬂwﬁ'oedomofmiemmaymt
actually succeed in significantly altering the balance of power between airlines and CRSs.
The CRSs may have strong individual market power over the airfines, as a result of their
control of access to & significant proportion of the distribution chain. If so, changing or
removing the Code to- give airlines more potential freedom will not actually deliver
significantly more freedom, and will not therefore alter the balance of power.

A second type of remedy is to encourage regulatory scrutiny of the CRS cost base.

i the sensc of intervention by the application of rules on behaviour—would
be used to redress directly the balance of power in the upstream market. The most
extreme form would be full price regulation, with the regulator assessing the appropriate
level of costs that should be bome by the airlines. Less intrusive options could include

requiring CRSs to be more transparent about their costs. In all cases, the level of ongoing

. regulstory scrutiny of the industry is significant.

The third possible remedy would require the most significant change to industry practice.
The key change would be that the bulk (if not all) of the charges for booking fees are paid
to CRSs by travel agents, not airlines. In this remedy, the reservation fees are simply seen
as another clement in the cost of the inputs that a trave] agent needs to deliver travel
services. The travel agent procures these services directly, as with communications
services, computing facilities, etc, and recovers the costs either directly from customers,
or from the supplier of the service (eg, airlines or hotel operators), through a commission.

The key advantage from such a shift is the improved incentives. Agencies use the CRSs
more cfficiently as they bear the incidence of CRS costs. This has the potential to lower
the number of speculative and fictitious bookings made. The current market structure,
where travel agents strive to reach booking volume targets so that they can benefit from
bookmgmeenﬁvemganm,mmmmm-buﬂtmemnvemmemxpeaﬂmvemd

fictitious bookings.

Subwibc-baiedpﬁchgnhommgumelmmmgoﬁatQmpﬁee,uMisno
direct cost pass-through. Travel agents would recover CRS costs from the airlines (or
other travel-service suppliers) through the commission system. Airlines will pay travel
lgmlﬂat-ﬁeeommimonpaboohngbuedoumewlwelofCRSdmgu,
mspmwdellnincmﬁveﬁ:r&nmllgmttnnegomtcweumﬂ:hms
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' Hluavdagu!negomnmfunywithimCRSpmvide,ﬂ:misthcoppommityto
wnhigbamhnmﬁmiunwpedmbybuﬁngtbmeCRSchnge‘yndsﬁck’sa
bytheairﬁnes.ﬁlyndsﬁckwmbe.ﬂnepmﬁonofﬁwovmﬂoommisaionthatis
intended to cover CRS costs. Similar yardstick incentive schemes are common in the
mgulaﬁonoftbcwntgnctotmdpbgrmnceuﬁcalmfa‘cmepﬁcing,whanu.

Thepmblanlvﬁihh!mdmingmchllghqmeincludelhahmmﬂwwmof
uanymvminm»nhlina’hnd;hamingwmlbydﬂinuofthedim'hnion
chninniamlynotbewelcomedbyagenmAsumedy.itwﬂlonlybcmﬁdif
there is significant competiive cohstraint exertod by agents on CRSs. If any
dimimmlﬁmadmapinummmmhwmbwomemmspminthenew
maphmﬁngmpﬁvecommtbymhhpow'blemnmwﬁmof
'vnlmnoahiines‘mybemdaptovidedifagmnmmwthckeycuswmofm.
Hmce,airlinawinsﬁllneedwwnﬁactwithCRSsbdevebpnewﬁlmﬁomwiﬂﬁnﬁe
CRSa.SpchddecoMmaymwindthebmcﬁbofmbmiba’-bagedpﬁcing. '

. .-Thcpmmtmnhtmncmmbnbwomebbcm.l'heCRSahavebemablctosheher

behind the Code of Conduct, refusing dialogue with the airlines, dismissing enquiries
. ﬁomdwEmopc;mComnﬁnion.mdmﬁxsinwawlyinuoducedpmvisions,
mhudwserelaﬁngw.gmuppmnhaseofdam,whﬂeatmemeﬁmebuildiugmcir
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1.  Introduction

The AEA has engaged GPC and OXERA to investigate the CRS economic mode! and the
EU regulations that govem the relationships between airlines and CRSs. The objectives
are:

. to identify options that would change the working model between airlines, agents
and CRS service providers to facilitate better competition across functionality,
quality and price, by introducing increased market forces or more effective

regulation;

® to influence the EU in the short term to address some of the ongoing concemns
about non-compliance with the Code and to improve the bargaining power of
airlines with respect to CRSs.

This report shows that there are serious problems with the market structure, which result
in perverse incentives. CRSs face no competitive constraints when dealing with airlines;
CRSs do display competitive behaviour with regard to agents, but this competition
focuses on increasing incentive payments, rather than delivering value-for-money
services that benefit passengers. Two key remedies are proposed:

. enhance regulation to increase the scrutiny of the CRS cost base;
e °  impose subscriber-based pricing to hamness the competitive elements of the agent-
CRS relationship.

An action plan is outlined, explaining the first steps invoived in tumning the proposed
remedies into politicalty feasible outcomes.

The report is structured as follows.

Section 2 begins with an overview of the sector under discussion, examining the main
clements of the relationships between airlines and CRSs, and between CRSs and travel
agencies. Section 3 then lays out the regulatory background and the history of the
ongoing dispute between European airlines and the CRSs, and the involvement of the
European regulator. Sections 4 and 5 describe the underlying economic behaviour in the
existing system, explaining much of the observed undesirable elements as rational
responses to the industry structure. The analysis uses a formal competition law
framework to underpin the conclusions, which facilitates the later discussion of the
options available for action.

Section 6 critically assesses the three proposed remedies:

° removing or altering the Code;
. increasing the scrutiny of cost (either through formal rcgulanon, or increased

transparency);
. mandating that trave] agents must bear the costs of the booking fee.

The last two sections consider the political feasibility of the proposed remedies and
outline a recommended plan of action to achieve each of the above goals.

1
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2 Market Characteristics

CRSs are involved in the business of travel distribution—they act as intermediaries
between suppliers of travel services (airlines, hotels and car-rental companies) and
distributors of such services (travel agents, Internet travel agents). The central role is one
of information transfer, data are stored about current service providers and the CRSs
pmvidcthcwcnryinmmmmfaﬁmedm.fadﬁuﬁngthedisuibuﬁonof
travel products between producers and travel mediators.

A CRS is a high-speed network which connects the system with the service providers
(airlines, etc) on the one hand, and the travel agents on the other. CRSs obtain real-time
information about flight schedules and seat availability from the internal systems of the
air carriers® and receive information on fares from ATPCo. ATPCo receives up-to-date
information on fares several times a day from the air carriers—the list of fares includes
bothpublicdmd’privneﬁru(speciﬁcfuuonwhichairwrimmdmehgmcieshave_
agreed). R

CRSs provide three basic functions: easy access to up-to-date and accurate information on
flights and seat svailability (search function); reservation (booking function); and fare
quote and ticketing (ticketing fanction). Most CRSs also provide additional services, such
as direct access o essential travel information and information about visa regulations and
particular events. Furthermore, programs and interfaces have been developed which
facilitate the internal administration for each travel agent. In addition, invoicing,
accounting, customer and quota management are increasingty offered by CRSs.

2.1 Markst structure—the upstream market

As Figure 2.1 illustrates, a CRS can be considered a distribution platform, which links
airlines (upstream) and travel agents (downstream). In the upstream, or wholesale,
market, the airlines provide the CRS with information on flight details, while the CRS
offers sirlines booking facilities and access to travel agents and travellers. Downstream, a
retail market for the provision of air travel services exists. In this market, a CRS provides
travel agencies with reservation, booking and ticketing services (and equipment, training
and technical support).

* Some sirlines do not have their own internal reservation system. These airfines use s CRS for all their reservations.
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" Figure 2.1: Schematic repressntation of distribution of airline services
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The CRS industry is dominated by four major companies: Sabre, Amadeus, Worldspan
and Galileo. These grew out of the internal reservation systems developed by airlines
from the early 1950s in the USA. Sabre was the first CRS to be developed, by IBM and
American Airlines in the 1950s. It became operational in 1963, and was made available to
travel agents in 1976. Other airlines responded to these developments by commissioning
computer companies to develop similar systems, and the other main CRS companies
evolved as the existing technology was modified and enhanced. Worldspan’s roots lic in
the IBM-based Programmed Airline Reservation System (PARS), initially developed in
the 1960s before becoming the internal reservation system of TWA Airlines. While
Galileo and Amadeus were founded by European airlines, their origins still lie in the CRS
systems developed in the USA. Galileo developed out of the Apollo CRS initially
introduced by United Airlines in 1971, while Amadeus was based on the software of the
reservation system, System One, originally the CRS of Eastern Airlines.

Far-reaching changes have taken place over the last 10 years, with the flotation of Galileo
and Sabre, but airlines remain majority holders in Amadeus and Worldspan. It is therefore
instructive to look at the changing nature of CRS ownership over time.

The domination of the major four CRS companies can also be seen in the worldwide
market share that cach company commands.

ot alts
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Figurs 2.2: Global chmmmm
(ulluomolalrugmonh)

Wme1xwasbva
TheemdsofanregxonalCRSeompmeswvmgthcfs—eastanmukeLAbmx.
Axeu,hﬁmdeopu.Anmberofdwscmlmkedtooneofthan!Seompama

(scc Table 2.1).
Table 2.1: Ownership of CRS companles In the Far East
Name Aren of operstion  Ownership
Abacus Asta/Pacific Owned by Sabre and @ consortium of Asian Alrlines. Operates on
. . Sabre platform ’
Ames  Japmn * T5% owned by Japmn Akines
Infinl Japan - Owned by Abacus and All Nippon Alrways. Operates on Sabre
Topes Kores " Joint venture betwosn Amadeus and Korean Alrines

Source: OXERA, 2001.

While some airlines remain involved in the CRS companies, others have divested their
stakes, and the CRSs have been floated on the equity markets. The most notable examiple
of this occurred in 1997, when Sabre became partially publicly owned. This procesa was
completed in 1999 when it was fully spun off from its parent carrier, American Airlines.
Galileo International was also floated on the New York Stock Exchange in 1997, and on
June 18th 2001 mwumnounoedthatCmdthotpmmonwouldwqmmthewmpany
forappmmmn:elysz9bxlhon.

'l'ablo 2.2: Ownership of CRS companles, 2001

Sabre “Gallleo Worldspan Amadeus
~700% publidy owned __ 74.4% publicly owned __ 40% Delta Aiines 30.08% publicly owned
) 17.0% Unlted Akines 4% Northwest Aiines  23.38% Alr France
7.7% Swissakr (sokdln 20% Trans World 18.28% LaRhanes
‘ o Aupmt2001)  Akfines Alrines
' " 1.5% tve other airinos 18.28% lberia Akines

Sam Gareit Communications (2001), 2001 GDS Yearbook'.

‘ !hehmtomdowwdnpofAmndaudeahleounﬂemdmthegeognphcdsprud
of their revenue sources (sec Table 2.3). While Sabre and Worldspan dominate the US
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market, Amadeus takes the lion's share of Furopean revenues. deleosrwenuamthc
mostevmlysplnunmgtbeCR.S&

Mitanbewmhdedﬂm,ﬁrﬁombdngsuiedyn‘mindnmy’ofthenhﬁm,ms
companies sre moving further toward self-sustaining, non-integrated organisations.
Indead.naﬂyGO%ofmvelagenunowmbmibetoCRSmmmnedbyﬂw

" companies with broad pnbhc ownership.

meﬂuwnaﬁlpdxmp,tbaemaymnanmaonmmemmdsofmdm

that parcat carriers are likely to influence the CRS in which they hold equity in order to

ndethuropmandmtaeds.andhmthatmgﬂxnxymvolvunmtmpmw
animcmuutkanwmy .

Onﬁeqwhmofﬁmmdmud.mtmmunlynbowwhetberme
incremental gains ss sharcholders outweigh the incremental costs as users of the systems.
Non-parent carriers, which the Code of Conduct is-designed to. protect, are those that
suffer most from the pricing system built into the current Code—they are subject to
arbitrary fee increases, yet receive no sharcholder benefits. In terms of allegations of bias,
parent carriers in Europe would presumably accept that the non-discriminatory provisions
of the Code of Conduct will continue to bind them, whether through a revised Code or by
the application of competition policy. It is significant that the airlines themselves—
mcludmgdwpuunmus—objwttothepmsmtmnketmwnm,lhhmghnmy
optimise profits for ‘their’ CRS. An airline sharcholder will be as interested in the
performance of the CRS a4 any other sharcholder, but the European sirlines concerned
wouldngueﬂutmybmﬁuﬁ:rﬂwholdmgeompmyﬁomthcpmcntsyatanm
mnwaghedbytheincreasmgcomdopmnom

Whﬂenﬂnmrepoﬂthatthcreuadwms-lmgﬁnhhomhpretwempuunmd
CRS, whchmaknitdxﬁwhformnﬂmctowmymﬁmmﬂwabsmof

formal ring-fencing, regulatory nnptcxons are likely to remain.

Table 2.3 presents the market shares (based on travel agency numbers) of the CRSs for
broad regional markets. Each CRS is speciafised in a particular region, with some very

" high individual market shares. Amadeus has a large market share in Europe; Galileo has a
‘large market share in Canada, the Middlc East and Africa; while Sabre is particularly

su'ungmNorﬂ:,Cm'llndSomhAmmcamdﬂnCm'bbm Worldspanhasalarge
mnrketdmemMmeo :




%) travel

T 12 27 40 2 BIN
Mexico 7 8 438 % - 3,624

. Censda - . 3 52 41 4 6,158
Caribbean and Latn America s 11 ] 1 14,929
Europe and Russis 52 -] 15 1 83,078
Far East and Ausiralia 15 17 N4 1 38,896
Mid Esst and Africa 18 “ 19 18 T 8071

'mmmmmwn-ulmmcasmmcnsmm

mmmm).mewYm

TﬁbZlMﬁemm(basedmmdngmynumbm)ofmedxﬂ'auu'
CRS vendors for the European market. Also within the Buropean market, there is s high
dcyuofspecuhuﬁon.AmadamhashxghmarketahuumG«mmyFrmee,
Scandinsvia and Spain, while Galileo has high market shares in the UK, Italy,
Switzerland, Portugal and Ireland. Worldspan has a market share of 40% in Turkey.
Sabtesmar_kulha;ummlnuvclylow—d:chlghestnltsuhmofITAmtheBelgm

market.

Theregxondq:edahuﬁmoftheCRSsudmbhstoncdeorample,
Amadeus was founded by a number of European airlines (among others Lufthansa, Air
France and Iberia), based on the sirlines’ internal reservation systems. It was therefore
MveﬁorﬂmopemmdagammmbscribetoAmldws,unhadvuygoodm

and understanding of the key European airlines. Sabre was in a similar position in the US

. market. Subsequently, CRSs have developed market-specific features through their

national arms, in order to be more competitive in a particular national market. Different
CRSs have focused their attention on different products and different areas. For example,
in addition to air travel services, Amadeus and Sabre offer rail services in Germany and
France, which giye them a competitive advantage over Worldspan and Galileo in these
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Amadeus Gallleo Sebre  Woridepan  Europemn

e

K T 73 18 8 6.7
Germany 2’ 10 .8 3 7 188
France 80 T -8 -] 44
Scandinavis ™ 15 10 - 124
aly 13 (] 18 '8 08
Spein . 82 10 3 8 95

- Swizerdand 10 80 5 ] 38
" Nethertands 10 s ] 30 Y
Gresce 20 (] 10 ) 25
Turkey , 40 40 25
Portugst 10 90 ’ 15
¥eland 10 « ] 15

. Beiglum 2 ¥ a7 ] 18
Othe. 49

w;g-madnu&ummw&du-mn&awmmwmm'
Sam&!lEﬂﬁ).MoqCRScmmwtqhm Commiasion', July.

Fﬁghnmalnbebookedmnghomam&"rabhzs shows the proportion of
uluofpmsu-segnanjoumeyl sold dnough'mevuiouchmeh.ﬁobun:o{mles_

'nkeplwednon@CRS&OnlyZZ%ofthcﬁckeumwldover_thewkphone.mﬁm’

mhbaﬂeuamhtanuwebdm(iqdmdsmndomtmcxs;). '
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Amadeus 0a . 202
Galleo 20 ' -1
Bubrm . . 200 8.7
Woridepan - 108 112
Others' - ‘220 na.
m‘,mwmmmaam-uh from 1095 figures. Theee older
mnmbmwm the sbove are underestimaies of

mmmTﬂanm.uMbmmm

m’deMMwuwmmwm-m1).m1
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hmumln&dmmmebooﬁnpmmmmghm&mdﬂnmhms
hupedalisedinamnnhcofnﬁmnlmnm.Faamme,AmldMoﬂ’mmw
mnafﬂzmdngam(&%)hw,whﬂeswmﬁvumbw}ﬂofﬂm
uuvdngenﬁiﬂanSA.WhuwalCRShmn&itisdanthRSpmvida
airlinawiﬂ:mmllnge.diuetemupofmelagm“mewoﬂi .
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The charging structures adopted by the CRSs are similar. Airlinés sre charged a booking
fee whenever a reservation is made through that CRS system. The level of this fee
depends on two factors: the country where the booking message originated,’ and the level

" of functionality in which the airlines participate.

CRSs offer diffeceat levels of functionality. As these levels increase, the CRS"s ability to

search schedples, chéck availability (eg, with sest maps), receive fare updates, etc,
increases in sophistication. Levels of finctionality can be viewed as a spectrum, with a
basic booking fequest at one end, and full availsbility at the other. Generally speaking,
the booking fee associated with the basic -finctionality is i half that

associated with full functionality. Worldspan’s 2001 pricing includes a $1.88 booking fee

-for minimal service, and a $3.26 fee for full service, while Sabre’s prices ranged from-

$198t053.39intheUSA. -

" In sddition to the sbove levels of functionality, sirlines can choose to take optional

services that can increase the booking fee still further. For example, Sabre’s Carrier
Specific Display product increases the full functionality fee by $0.11 and allows a Sabre -
subscriber to request city-pair availability for a designated participating carrier. Sabre’s
Direct Connect service, which provides for instantanecus confinnation of scat
assignments, is a further example of an optional service. '

The final element of the typical CRS pricing structure is the cancellation fee, which is
payable when a booking is made using a CRS and subsequently cancelled—in case of

cancellation, the booking fee is refunded. Sabre’s cancellation fee for 2001 ranges from
- $0.11 to $0.16 according o region. -

The Code of Conduct demands that CRS pricing structures must be non-discriminatory,
and charges are therefore the same for cach participsting carrier. As such, the airlines
have no power (individually) to negotiate on price. While the Code in theory applies only
to parent carriers, there is & ‘parity provision® in all Participating Carrier Agreements,

which requires any carrier active in a CRS to upgrade its participation in that CRS if it -

upgrades it in any other CRS for which it is 2 participating carrier. This cffectively limits
any carrier’s ability to negotiate on price and service levels with any CRS.

2.3 The downstream market

W'Wof&eﬁmmuw“vdydmmmem
market. This section describes the services provided by the CRSs to the travel agents, the
pricing structure, the level of switching and the various classes of travel agent.

7 Sabee’s fees for a basic booking request, for example, e $1.98 for a booking message originated in the USA, 52.14
for a booking in Exrope and $2.41 for beokings im other regions.

N
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As explained, CRSs provide various services to travel agents. The core product is the
provision of 2 reservation system that allows the travel agent to investigate routings and
natnvuhbuhtythluﬂthcurhnumpplymxmibmnuonbﬂwms In addition, the

reservation system can provide a real-time booking engine (depending on the
nphxmaﬂonoftheboohngmhnofﬂunﬂmeinquahon).hckeungreqnnunm
and information (and reservation capability) for a number of non-airline services, such as
urlnmahotah.

Hismncally CRSlhvednwowdedmdlgmmthhhndwnmymm
their reservations systems. This wis particularly important before desk-top computers
were commonplace and cheap to purchase. CRSs would provide the terminals and
wmmmmamdmnuddmm-ﬂmmmﬁcmm
Mm@xdwm@mm&&mﬁqdamwm&mmu
pmoftheovunllchngebrd:epmwsionofCRS services.

mmmkdpdbmm\mofﬁcﬁammewwdwanm
the CRS’s hardware, allowing the CRS to gain s return on its investment, as well as
remuneration for the provision of the reservation system. In addition, the CRS provided
extensive training for staff members so that they understood how to use the CRS system -
that was characterised by abbreviated codes and symbols.

As technology has developed, travel agents have become less dependent on the CRSs for
basic hardware, such as computers. It appears that, for & while during the late 1980s and
carly 1990s, the CRSs continued to offer hardware as well as the core service, but with
fewer customers taking the full package.

The use of agents’ own computers has also been facilitated by the shift from complex
sbbrevistion and sign-based displays to those based on a graphical user interface (GUI).

' Thumnnmlstoue,mqmmlmhmmg.uﬂmgenaﬂybemﬁommordmmy

desk-top computer using a software installation.

Accordingly, up to the mid-1990s, there had (in general) been & gradual reduction in
agents’ reliance on CRSs other than for reservation services. Recently, however, CRSs
have expanded the range of services offered to travel agents to encompass the provision
ofnetwothmdmmgununmform:honsymThoymayahopmwdededxcned
hardware (g, ticket printers) to travel agents. ,

hadcbmvﬂedwmmmmmmmmitilmyh
them to have a data link t0 the CRS computer server. For travel agents with more than
one branch, the most efficient method of doing this is to have a single data feed into one
of the agent’s offices, and then conneéct all the offices to this main link. As a result, in
mﬂa’bmwdaﬂnmonmﬂnCRSm:wworknmmngbetmm
ﬂ:engent’abranehu(ifonedldmtptwloulymn). T

Thmughdmehnks.theCRSaoﬂ‘enetworkmwuuweuumshtforwdmm '
themm:ymbuvelnml‘hummaagmcygwpcmmpphedbythe
CRSs not only with their flight information, but also their communications infrastructure.
It is not clear whether the larger agencies are also provided with such services, but the
larger an agency chain, the more likely it is already to have an independent
communications petwork between its branches. In such instances, a CRS would not
dlq:hcatethcnetwmk.bmbnmhuwonldmtheCRSthmughthemglcpmd

10
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emnecuuw,whucvaumdnbebatd.mgﬂcmsm-bxmhlmksto
reach it.

Innmemu.CRSahveﬁnﬂumegmeddumdvumtheopmdonofmvdm
by providing management information, and, for some larger agents, full back- snd mid-
office systems. In this way, CRSs are heavily involved in the operation of their travel
ugmtclicms,mditismomdiﬁcuhﬁ:rﬂwmmmimhbetwmm

Mfmehhvdofmohmﬂof@&mmﬁwduﬂagmuvmesmdmbly
across the different types of agency. Summﬂluofﬂnmprowdedtolgmciesby
general grouping are provided below. This is meant as an indicative guide oaly, and
wonldneedﬁnﬂmruwchwnhnnmmusmveltgmmprowdeammm
charwtmunon.

2.3.1 Sogmenboﬂhotnvolagencyucbr

Although only limited discussions with travel agents have been possible at this stage, it
appears that the travel agency market is segmented with respect to relationships with the
CRSs. Below, the four key segments are discussed—full-service business travel agents,
wholesale travel agents and consolidators, large leisure retail agents and small agents—
focumgonthemainelmuofmeumganmwuhCRSs

Full-service business trave! agents
Onlymxufnﬂmbummmelagmhmglobdmch_ Hogg Robinson-BTI,
_CarlsonWagonlnmdAmmnExpmsTmcl consequently, thoy usually have global
deals with the CRSs. In general, they will contract with several, if not all, of the major
CRS&Thetypwdconmctlmgﬁam&Syws,md,nthomgeofrmewmgthemm
the agent will obtain bids from all the CRSs.

Evmmc&lkwﬁwmwmaﬂyoﬂymmmthapuﬁwm;wmhicngion
(normally at-a country level, although the USA: is more regionally based). The selection
of the CRS that is used in each region is based on the regional strengths of the different
CRSs. For example, in Germany the agents might use. Amadeus, while in the UK it might
be Galileo. However, these would be non-exclusive contracts in each region, and would
mtpruhbnthzngentﬁumuﬂngadxﬁ‘aemCRSsiﬁthadmmnmdow—-forme, o
if a particular client wishes to use a specific CRS. e i

mmbngthofmypuﬁmluCRSisoﬁmdepmdmtonﬁwlddiﬁomlwviwitcgn
offer in a particular region, such as connections to local railway networks. It appears that,

whaaaCRShshmoduﬂybeenmelngutopam uhalnnbletooﬁ‘edwbmadat
range of services to travel agents, .

Whﬂeﬁxﬂmicebuinmagenummlikelywwednﬁworkmwuﬁomthems.
they may use the CRSs to provide back- and mid-office support, and management
. information systems. In such 2 situation, they would customise both their intemal systems
and those of the CRS, so that the two work seamlessly together. :

Ihebuahenmhmiymtbweﬂ:wownpmpndmydupﬁyumdxwuwtammﬂs,
but the CRSs are increasingly similar, wthnonlylhnhedreminingmaybeneeesmyif

the agent changed its CRS.

11
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Wholesale travel agents and consolidators

The large wholesale travel agents and consolidators (for example, Trailfinders and o-
bookus)ndlemutdanmdmcwxﬂ:mdtoCRSmeeu.mimespondmglyﬂn
most likely to switch between CRSs.

hmmktbemohdﬂmsope:ﬂeﬁumnmlnmtedmbaoﬂngsoﬁe«,dueby
reducing the connectivity problems between them, and have developed their own

proprictary front-end systems. They only use the CRSs for their core functionality—the

rescrvation system.

lfthcywuetodmpcns thnwonldoecuruadmseinﬂwmpmwmmwun,bm
the terminal operator would not notice, and probably not even be aware of, any difference
(assuming the same level of functionality between the old and new CRS). The main

" problems with switching CRS are the interconnection between the new CRS and the in-

houss system, and the migration of bookings (discuased in greater detail below).

As consolidators have a considersble level of demand, and it is relatively straightforward
for them to change CRS, they are sble to obtain good terms in the market. There is also
clearcvldmeeﬂntthcywillwmhbetwemCRSnfmury with one consolidator
changing CRS five times in three years.*

Large leisure retall travel agents

These arc the large retail chains that mainly focus on package holidays, but also sell
scheduled flights when requested by customers. It is not clear at present to what extent
hrgermxlmelagenbmeCRSm

It is likely, howevuﬂmmhlsmtsdomtmetthRSs networksemeu.mr
possibly, their back- and mid-office solutions. These functions are already likely to be in

plncctomppmtdwptchg&bmuluopmonﬂutweomhdwmqmnyoflnge,

leisure retnil agents’ business.
Small bu;lmulndlohunhvullgm

Regardless of whether they deal with leisure o business travel, it is likely that small
_ travel agents have gimilar requirements and usage of the CRSs. Such agents arc less likely

to have an existing network, and so will usc the network service packages provided by
their CRS. However, due to their mmall scale, they are unlikely to need sophisticated
nppoﬁmleuummawuﬂmfomaﬁmgym;.

Smal] travel agents will therefore use the core reservation systems provided by the CRSs, -

and will take the opportunity to have a communications network included in the package.
They may also require more hardware than the other types of travel agent.

'wmua;umm-w.
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2.3.2 Pricing structure in downstream market
Prices between the CRS and travel agents are determined through individual negotiation,
although the ovenll structure of the charges appears largely the same across agents.

Prices are sct on either a net or gross basis. The net fee adjusts the per-booking payment
from the CRS for the unit charge for hardware and other CRS services (eg, network
provision) used by the agency. This unit charge is estimated from the total price for the
additional services and the expected number of bookings. The gross fee is effectively an
unbundled version of the net basis. The per-booking fee is not adjusted, and the agency is
charged separately for the other services, which gives the agency more control over its
costs, and allows transparency of the charging regime. The risks differ across the two
methods, with a benefit from the gross arrangement if booking mumbers exceed
expectations.®

If an agency uses the unbundled pricing basis, it is more certain of paying the CRS
appropriate charges for the hardware, software and other peripheral elements it chooses to -
accept from the CRS. However, it is not clear at present whether the fee levels available
on the’ gross booking fee basis are equivalent to the net booking fee charges, nor whether
the same incentive structures (see below) are used.

It is also not clear whether all agents are offered the choice of net or gross fees, or even
whether all CRSs offer these fee bases.

The reason the CRS can afford to pay the agent (rather than the agent paying the CRS for
receiving a service, as is found in more conventional markets) is that the agent effectively
creates revenue for the CRS. By booking through a particular CRS, the agent allows the
CRS to charge the airline its booking fee, which will be higher than the agreed payment
to the travel agent.

As the booking fee paid by the airline is a flat-unit rate, regardiess of the number or type
of bookings the agent executes, the CRS has an incentive to increase the aggregate
number of bookings that are transacted through its system. Accordingly, CRSs compete
with each other to maximise the number of bookings through their own system. This has
resulted in interesting incentive arrangements, known as ‘productivity payments’, or
*cash-back’, from the CRS to the agent. .

These incentive payments are basically loyalty bonuses. When the contracts are
negotiated, the agent specifies its expected number of bookings in the relevant time
period (usually on an annual basis), and the CRS quotes a booking rebate on the basis of
this figure. The CRS will offer larger per-booking rebates to the agent, the greater the

* For example, consider that an agent with 400,000 expected bookings per year has the option of a set fee of £1 per
booking, a gross fee of £2 per booking, with annual fixed charges of £450,000. If bookings are in line with
expectations, the net booking fee provides a better return. If, however, actual bookings are 500,000, the agent receives
£500,000 on the net fee basis, but £550,000 from the gross fee.
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number of bookings that it commits to put through that CRS. The CRS may use the
opportunity of higher per-booking rebates to encourage the agent to commit to produce
very high levels of bookings in any one yesr.

Most of the CRSs agree a flat per-booking rebate that applies to all bookings by the agent,
but with penalty clements if the agreed total is not reached. The agent is charged for the
shortfall in the number of bookings below the target, and this per-booking charge

generally exceeds the value of the rebate from the CRS. For example, OXERA found |

evidence of a CRS tariff that offered a £1 rebate per booking, with a penalty charge of
£1.50 per booking below the target.

As a result of the incentive structures used, most travel agents use only one CRS in any
geographic region. If an agent contracted with more than one CRS, the volume spread
across each CRS would be reduced, and the per-booking fee payments would be smaller.
The exceptions to this rule are mainly due to legacy systems post-consolidation. Another
exception is the larger business travel agents, which may contract with all the CRSs so
that they can satisfy large corporate clients with a preference of one CRS over another.
None the less, these agents often have a2 preferred CRS through which they transact the
majority of their business.

2.3.3 Contract length

The Code of Conduct restricts the contract length for CRS services to a3 maximum of one
year with termination penaltics, and thereafter both parties to the contract must be able to
withdraw at three months’ notice.

However the Code does not make any reference to hardware or peripheral services
provided by the CRSs. The contracts for these are separate from the main CRS contracts,
and are considerably longer, possibly with termination penalties. For example, hardware
contracts (printers, terminalg) may be for between 3 and 5 years. In addition, there will be
termination charges to compensate the CRS for a loss of retun on its hardware
investment.

These terms are often found in equipment-lease contracts, where one party to the contract
makes an investment in order to provide the services or equipment to the other party (in
this case, the CRS bears the hardware investment). However, the impact on the CRS-
travel agency market is that it effectively (although not explicitly) increases the length of
the CRS reservation system contract.

In other words, although the agent is frec to teyminate the reservation service contract
while maintaining the hardware contract, in practice this is difficult, and involves
managing two contracts rather than one. It is also not clear whether there is pressure from
CRS:s to retain a link between the two types of contract (this could be an anti-competitive
tying practice, for which there is currently no evidence).

Therefore, the effect of CRSs offering a broader range of services to travel agents that arc
contracted for 8 period of more than one year is also to extend the effective length of the
contracts for reservation systems.

234 Travel agent switching between CRSs
The level of switching by travel agents between CRSs is unclear. It appears to vary
between the different types of agency. As noted sbove, the wholesale and consolidator
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agendesappw'wbethemaﬁkelywswithRS,mdhavcmnctmedmcirimemal
systems precisely in order to do so. For other agencies, however, switching appears to be
less easy.

Smaller agencies appear to have particular problems in switching. If they take a
considerable amount of non-rescrvetion system services, such as communications
network provision, they become heavily dependent on the CRS. Changing the CRS could
involve considerable upheaval in the business, and would not be undertaken lightly.
Furthermore, small agents with lower trading volumes are less likely to be offered deals
that are as good as thosc offered to the larger agents, or even provided with the
inducements to switch that are given to the high-volume firms.

One of the main potential problems of switching CRSs in terms of bookings is control
over existing bookings. The migration of the current database to a new CRS can be
difficult, and a time-consuming process. The CRS is likely to be the main source of -
information for the travel agent about their outstanding bookings, and traveller data. If
this information were lost in the migration from one CRS to another, it would be
extremély difficult to recover, and customers may not receive their tickets or flight
confirmations.

Steps must be taken by the agent to mitigate the migration problem. Often, this will
involve making hard copies of the database of bookings, and passenger details. The
degree to which the CRSs will facilitate the migration process is unclear, and reports
conflict between different agents. It may be that the level of involvement, particularly
from the new CRS, is dependent on the importance of the individual client, and the
greater the expected volume of business, the more effort the CRS will make in helping the

migration process.

While there is clear competition between the CRSs for agency business, there appears to
be a significant incumbent advantage, indicating that the existing CRS is likely to retain
the business. ‘Ihereluctanceofagentstomtch is increased by greater costs ofswnchmg,
such as may arise from longer hardware contracts, with termination charges, and

problems with migration.

It should also be noted that, in spite of the fact that, for some travel agents, switching is
relatively easy, the level of actual switching is probably low. This is because the
incumbent CRS will often match or beat the ‘cash-back’ schemes offered to its travel
agents by one of the other CRSs, thereby removing the travel agent’s incentive to switch.
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3. BackgroundMistory
3.1 General background to the Code of Conduct
The Council adopted the Code of Conduct Regulation on July 24th 1989, as part of the

package on air transport liberalisation within the EU. The motivation for the Code was to
promote fair competition in the airline sector (i, competition between airlines for

passengers). The FU wanted to ensure that large airlines did not use their ownership of |

CRSs to promote and protect their own interests, by preferential bookifigs on parent
carrier flights, or by raising barriers to entry for market entrants. The Regulation was
covered by a block exemption (3976/87, and later by 3652/93) (see section 3.2).

In 1993, the Code was modified to ensure equal functionality between participating
carriers and to oblige parent carriers to provide information to all CRSs. In a major part
" this was intended to ensurc that there was fair competition berween CRSs and it was
intended that equal access to flight and pricing information would benefit travel agents,
air carriers and, ultimately, consumers. The block exemption expired on June 30th 1998.

The Code was changed again in 1999 to place a greater responsibility on subscribers
(travel agents), with the introduction of Armex II. The Annex was introduced in order to
ensure that subscribers would not provide ‘inaccurate, misleading or discriminatory’
reservation services. It was also intended to prevent travel agents making speculative or
fictitious bookings in order to maximise the incentives offered by suppliers. Finally, the
Code was extended to cover rail bookings.

3.2 Legal position

The Code remains embedded in Council Regulation 2299/89 (323/99 is the most recent
amendment) and the Commission must formally propose any changes for modification of
the Code. Any modifications would almost certainly be adopted by the co-decision
procedure, as a joint Regulation of the Council of Ministers and the European Parliament.

The Commission’s 1997 report and proposal for amending the Regulation (COM(97) 246

final) called for a review by the end of 2002. However,thmprovumwasnot_

mcorpaatedmtbeﬁnaltcxtuadoptedbyﬂxeComLmduthmfommmgmthe
final legislation; no reviews are currently scheduled.

Furthermore, the block exemption granied under the original Regulation has lapsed,
meaning that Article 81, paragraph 1 is now directly applicable to the common purchase,
development and operation of CRSs. In other words, CRSs are Liable to the full scope of
competition rules and cannot prevent, restrict or distort competition by:
{s)  Fixing purchase or selling prices;
{b) Limiting or controlling production, markets, technical development or investment;
{c) Sharing markets or sources of supply; or
(d) Applying dissimilar conditions to equivalent transactions with other trading
parties, placing them st & competitive disadvantage ]
— unless there are deemed to be compensating bevefits.

One aspect of the Code has been challenged in the European Court. In December 2000,
the Court of First Instance ruled on the Galileo/Amadeus complaint against Asticle 6.1b
part v—data processing for a common enterprise (case number T-113/99). The Court
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heard testimony from the CRSs that they represent a ‘closed category, distinct from any
other company which might in the future run a global CRS within the Community’.
Furthermore, the CRSs claimed that they represent a ‘restricted circle of operators
targeted by the contested (Code) provisions®. As such, they complained that the Code had
adnecteﬁ'ectmtharhmeumdm&eddnexnstmeeofbmmtomuy-pmfof
their unique nature.

The Court of First Instance rejected the CRS argument that the provisions were
unacceptable because they targeted specific parties. However, it is fione the less
significant that the CRSs should have seen themselves as a closed circle in this way.

34 Exchange of letters with the Commission

The airlines’ concems about the operation of the Code since the 1999 amendments have
been expressed in a series of letters to DG TREN. The most significant of these is from
tbcAEAtoM:chelAyml DGTREN:D:rectoroforTmspoﬂ.datedMarchlSth
2001

Thmleﬁamggestsﬂ;ﬂthaehasbcmooﬂuswnbctwemmeCRSsontheummgmd
procedure for price changes, and that the increases are ‘neither reasonably related to costs
for services offered and used by the airlines nor are they plausible regarding the actual
development costs for computer operations’. The letter also claims that ‘the airlines
carlier had tried to challenge or to negotiate those increases and were threatened by the
CRSs to be cut off the system.’

Sorensen replied on behalf of Mr Ayral on April 10th 2001. Among the key points in the
Commission reply are the following:

° the Commission is happy to investigate thc complaint, but requires further
information;

. if problems are arising which can only be resolved by changing the Regulation
‘then such lmprovemcnts must certainly be consukmd and appropriate legislation
proposed if necessary’;

. a significant number of camriers firmly remain parent carriers, with ‘a serious -

’ financial interest in ensuring that CRSs are as profitable as possible’;

s there will be little scope for relaxation of the basic principles as long as there are
parent carriers;

. a revolution in technology since the drafting of the Code will offer new
possibilities for airlines to bypass CRSs.

This exchange of letters was the culmination of a flow of comrespondence which included
the problem of fictitious booking and the CRSs’ refusal to recognise the entitlement of
‘group’ applicants to collective purchase of Marketing Information Data, as set out in the
1999 amendment.

3.5 The US regulatory regime

A major difference in policy approach towards CRSs between the USA and the EU is
apparent. In the USA, CRS regulation is centred on airline ownership issues. While some
CRSs (Sabre) no longer have any links to airlines, it appears that US policymakers will
continue to apply the CRS regulation. Within the EU, however, CRS regulation has a
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basis in functionality, so that every product relating in amy way to air transportation is
covered by the Code.

The US rules were reviewed in 1997 to take account of parity provision, so that levels of
airline participation may differ across CRSs. On reviewing CRS legislation, the US
Department of Justice (DoJ) noted that:

unless a carrier is willing %0 forego access 1 .. travel agenty, it must participate in every
CRS® snd cbeerved ‘more than threc-quaners of CRS revenue is earned from airlines

. Mu%p&mm’&a&wﬂewmm
comes from travel agents which sce intense price competition. *

Following a letter from the Chair of the Senate Commerce Committee (Emest Hollings,
D-SC)totheSecretnyoanmpomnon.NammMinem,theDepmmof
Transportation is currently reviewing CRS legisliation to produce a revised set of rules.
Whﬂemoﬁculdudhneﬂorﬂnrcvindlegu]mmumphce,uumdemoodthnt
new set of rules could be discussed by the end of 2001. Officials within the Department
of Transportation stress that, while the EU has asked for US rules to become more similar
10 its own, it appears that there are no specific plans to do so.

Senate sources say that the new rules are likely to focus on the issue of Internet
alternatives to CRSs, fidelity payments and the impact of e-commerce on the market,
rather than on the structure of pricing. Just as with EU policymakers, there appears to be a
strongly held belief that the Internet will provide a good source of competition for the
CRS market. However, the most fundamental issue for US policymakers remains the
belief that there is still no clear distinction between the airlines and CRSs. As such, it
appears unlikely that there will be a significant reshaping of the cument regulatory
framework. 1

The exception to the US CRS system is shown by Southwest Airlines, which participates
only to a limited level in Sabre. Because the airline operates on a point-to-point system—
rather than a hub-and-spoke approach (ie, there is no reliance on comnecting flights)—and
operates in dense markets, it has been able to build strong name recognition and rely on
direct sales rather than participsting in normal CRS services. At present, for example, it is
estimated that the Southwest Airlines’ web site accounts for 35-40% of total sales.
However, it should also be noted that the Southwest formuls is an extension of its unique
buaneuorgxmunou.mdumchunotmtedtomostmlmu.

3.6 Cendant-Gallleo
In a recent development, the US service company, Cendant, received EU and US

regulatory clearance for its acquisition of Galileo International following an agreed offer.
Cendant also owns Avis and several hotel chains, which gave rise to concerns that the

~ of the US Departmens of Justice o the US Departmen: of Transportation, Septernber 19 1996. Docicet
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deal could allow Cendant to introduce ‘screen-based bias®, where Cendant’s businesses
would gain an advantage over others. TheComnnmonconmdaedthxsume,bm
determined that CRSs are a minority supply route for car rental (the main potential
problem area), and therefore no further action was necessary.

The airlines expressed concem about potential cross-subsidy of non-girline product
developments by airline booking fees. This means that sirline fees may be used as the
source of funds to support other aspects of their business (such as rail, car and hotel
reservations). However, the Commission did not consider this to be asignificant
complaint and no action was taken.

Nonetheless, these developments further suggest that the Code with its detailed rules
constraining only airline behaviour is no longer appropriate to the marketplace that is
evolving. .

N 4 R.lationshlp between airlines and CRSs—chief complaints

Asthe«pana'nsofCRSownmhlpmdeonuolhavechangedovathepmdecade,w.
has the relationship between airlines and CRS organisations. Indeed, in many ways,
relations between the two groups have become more strained with changing market
dynamics—the clear result of an industry that is operating under an outmoded regulatory
structure.

Currently, the chief complaints against CRSs by the airfines are:

. level of fees—fees to carriers are increased on a regular basis, despite the fact the
computer-processing costs have generally declined over the last ten years;

e a lack of transparency in fee fixing—there is no system in place to verify that CRS
fees are indeed based on cost, and the CRS organisations themselves have
consistently refused to share this information voluntarily;

J CRS refusal to negotiate or explain behaviour—in general, there is a lack of
willingness on behalf of the CRS companies to address serious airline concems in
a forthright manner. This has been the experience of the AEA;

. refusal to ackmowledge same-day cancellations in the net figure charged to
airlines. Some CRSs insist on charging a fee for same-day cancellations, although

. the Code provides that cancellations should not be chargeable. Cancellations on
day of departure account for 9% of booking volurne, depending on the airline;

. travel agent discipline—there is insufficient CRS monitoring of travel agents as
regards duplicate booking, overbooking and other activities disallowed under the
Code;

. active/passive booking practices—this is particularly a problem in Germany,
where two CRSs may be involved in a single booking, generating double charges
for the airtine;

) group provision for data purchasing has not been applied—the possibility for ‘a
group of airlines and/or subscribers’ to purchase data for common processing has
never been accepted by any of the CRSs; and

. airline fees cover travel agent incentives, which the airlines see as a marketing
cost, rather than an operational cost, and therefore should not be charged back
under the Code.
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The European Commission has referred some of these points to the CRSs. The responses
have been: :

.‘1
. some changes in the charging system are not price increases but restructuring
measures that are revenue-neutral to the CRSs;
» changes have been made to ensure that only ticketed passive bookings are charged
to the airlines;
. CRS:s are entitled to recover their costs through increased fees and EU rules donot |
‘determine or limit the number of price changes a CRS can have’; and
s net booking charges cover many other services provided to the airlines distinct A
from actual reservations, a8
and the systemic issues underlying them—to the Commission’s attention. Despite these 3
efforts, there are no plans at present either to conduct a full review of the CRS Code, or to
introduce other measures to rebalance the system appropriately. ' ]
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4, Defining the Markets and Assessing Market Power

Against the industry and regulatory background laid out in scctions 2 and 3, the aim is
now to set these industry features within a standard competition law framework. By
deﬁningdxcmhetmncunemdmeformaﬂycxploﬁngthemmpowaofthc
parﬁdpants,awheruﬂmalysisofﬂrCRSs’acﬁomispom’bk.Mmhnpmﬁnﬁy,thc
likely success of & given remedy can be assessed against whether it addresses the
underlying market problem.

The market under analysis is complex. The underlying driver of the market is the service
being supplied to passengers by air travel suppliers—CRSs and travel ageats are both
intermediaries in this exchange. In many markets, intermediarics are considered to be
eminently substitutable, and hence draw little attention from competition authorities.
However, the nature of the intermediary CRS does lead to concerns about the
competitiveness of the market. From the airlines’ perspective, CRSs are not readily
substitutable *for one another, as each CRS controls access to an important share of
passengers through its member travel agents. Additionally, there are significant barriers to
entry into CRS supply, which means that new intermediaries are rare. Thus it is important
to focus on the relationship of the intermediary CRS in its encounters with airlines and
agents.

This role that the CRS plays between airlines and agents means that two markets are
foqnsedon: '

. an upstream market for the distribution of airline information and reservation
services for air travel to travel agents and system users; and

® a downstream marke: for the provision of information, booking and ticketing
services for air travel services to agents.

These markets are discussed in full in section 4.1.

Having defined the two markets, the next stage is to consider the power of the CRSs
within thesc markets. It is a crucial element of this to recognise the interdependency of
the two, as reflected in the fact that CRSs are intermediaries.

CRSs have significant market power over airlines because each controls a large
proportion of travel agents in the downstream market. It is argued that the conditions are
not in place that would prevent any one CRS (and certainly the four taken together)
behaving independently of its customer airlines. This independence is revealed by the fact
that most airlines could not choose to cease to participate in any onc of the four major
CRSs, regardiess of the contractual terms offered.”

' This is not referring to the constraints on parent camicrs embodied in the Code. Here it is argued that even non-parent
earriers could not defend 3 decision 10 leave a CRS om commercial grounds, because of the loss of business.
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In general, many intermediaries appear to control access to customers in this way, but do
not cause serious competition concerns. In other industries, suppliers can generaily vary
the prices they charge by delivery channel, to influence end-customer behaviour. Giving
end-customers an incentive to pick one channel over another then gives the supplier
influence over the channel itsclf. Airfines are legally constrained in their ability directly to
influence travel agents’ choice of CRS, or o use indirect methods, such as offering
different fares to different CRSs, through the Code and other regulstory rules. Hence they
have no lever by which to affect any given travel agent’s choice of reservation system.

In the downstream market, competition by CRSs for travel agency market share is
observed, as would be expected. There sppear to be two masin components of a CRS’s
offer to an agency—the exient to which the CRS is tailored to the needs of the agent's
main market, and the price of the service offered. However, the price element of that
. competition takes a perverse form. Whereas five years ago there were still a number of
agencies paying CRSs for services, now most agencies seem to receive payments from
CRSs, as well as receiving the booking services. This is becanse CRSs pass & proportion
of the booking fee they receive from the sirlines on to the agencies when the agencies
generate the booking. As a result CRSs compete for the business of travel agents by
offering increasingly high ‘cash-back’ payments. However, these increased costs are
effectively passed back to airlines in increased booking fees (which have been rising by
around 5% per annum), so this form of competition is not effective in constraining CRSs’
costs. For as long as the airlines are unsble to exit the upstream CRS market, they have no
choice but to pay these higher booking fees.

In addition, and reinforcing the inability of airlines to exit from a particular CRS, it could
also be argued that some CRSs have & dominant position downstream in a given national
market. This dominance could be due to an excellent service offering for the given
market, built up from investment by the CRS over s number of years. Such dominance
per se is not illegal.” kt could be argued that the ‘cash-back’ schemes form an entry
barrier into these downstream markets, since any new intermediary mumt’ give similar
incentives to the agents. This may strengthen the position of any incumbent player. These
arguments are explored in full in section 4.2.

4.1  Definition of the market

When asscssing market power, am:uvemorpomlymvemmda
the competition law, competition authorities generally have to define the ‘relevant
market’ in which the merger, agreement or conduoct takes place. Defining the relevant
market is not an end in itself, but rather a very important, intermediate step in evaluating
the competitive constraints faced by the company or companies subject to the
investigation.

Y This assumes that the investmest in the nationsl services was not croes-subsidised by income from the airlines
upsresm.
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Usually a distinction is made between two types of competitive constraints that could

prevent a supplicr of a certain product in a certain geographic area from incressing its

price:” N _

° demand-side substitution—customers may switch to other avuilable products or to
" other geographic areas; and

o  supply-side substitution—companics already supplying similar products (or
nughbmngeomhmm)mnymdﬂymtchwmpplymgthcpmdxm(or
area) of the company in question.

The following sub-sections demonstrate that there are two distinct markets involving
CRSs:

. a wholesale market for the distribution of information and reservation services for
air trave] through CRSs and other booking methods, which is global in scope; and

. a retail market for the provision of air travel services (including information,
booking and ticketing) to travel agents through CRSs and other booking methods.
‘which is national in scope.

These could be argued to be conservative definitions of the markets at issue—in
particular by including all other booking methods—and would therefore understate the
degree of market power currently enjoyed by the CRSs.

The geographic elements of the defined markets match the internal corporate structures of
CRSs. All amrangements with airlines are coordinated on a global level, while dealings
with agents are delegated to national marketing bodies. This latter structure allows CRSs
to respond to the different needs of national travellers.

4.1.1 Defining the upstream market

In the upstream market, airlines need to disseminate information on scheduled airline
flights, and give access to passengers for booking these services. Travel agents are the
key link in this chain between passengers and airlines, although most airlines aiso have
direct sales. From an airline perspective, the important issue is access to consumers who
purchase scheduled air tickets, whether this is through a travel agent or a direct
transaction with the consumer. The CRSs are a crucial input into the travel agents’
business of supplying travel advice and sales to consumers, and the service that CRSs
(through travel agents) are providing for the airlines is this access to consumers.

The methods for delivering information about scheduled airfares to consumers can be
separated between CRS services and other sales routes, such as direct sales or Internet
sales. These information distribution and sales routes have different characteristics, and -

13 A third constraint, that of completely new entry, is considered when assessing market power in the defined raarket.
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offier alternative methods of supplying consumers with the same service. The question is
whether all of these providers should be seen as part of the same market.

The answer to this question may differ, depending on whether the time frame being
considered is the short run, or whether longer-run bypass options are included.

Potential shori-run substitution awsay from any CRS

magwmwﬁnhuﬁﬁnemmbsﬁmmyﬁmuyofhm&kvayﬁnﬁwd
in the short run. This conclusion depends crucially on the characteristics of the
downstream market. Individual CRSs arc not substitutable for as long 2s each one
pmvidaexchniwmbambaofmdamﬂd,ﬂmughﬂ:mexchdw
wmmpuﬁwh@wuﬂﬂmﬂmdmwm&mdﬂy,mdh

response to the inclusion ar absence of a particular airline in the database, or potential

passengers switched travel agents on the basis of the characteristics (ie, whether or not a
particular airline was included in the data base) of the CRS used by the travel agent,
different CRSs would be substitutes for airtines. However, if the downstream switching
does not take place (and quickly) then, from the airline’s perspective, the CRSs are not
subidtitutes for each other and each CRS would be in & scparate market.

Thus it is necessary to understand the extent to which travel agents consider CRSs
substitutes, the mmber of CRSs to which travel agents subscribe simultaneously, and
whether agents can easily switch from onc CRS to another. For example, if most travel
aggnuundmond:moneCRSdmnhmemnly,mdeouldswitdxbetwemCRstith
case, airlines would have a choice over which CRS they used to access any particular
agent.

hnppmudam’bedinmdonz,dmmoumehgmuuumlyoncmsumyonc
ﬁmc,aphmommﬁcﬂiuudby&cincmﬁveptymmm.'mmﬁnmﬁon
to this rule is the large business travel operators, but even they usually have ane preferred
CRS in any given country.” This means that if an airline discontinues its participation in
one of the CRSs then, at least in the short term, it risks losing the business of all the travel
agents supplied by that particular CRS. . - '

The proportion of agents to which access would be lost in the medium term as & result of
withdrawing from one CRS will depend on the sbility of travel agents to switch to the
otthRSs(mmingmzairﬁnepnﬁcipmh&eotthRSl).lfwitchinginthe
downstream market were relative easy, and travel agents were motivated to switch on the
basis of the airline membership of a CRS, then this would give airlines more leverage
over CRSs in the upstresm market, and would suggest that the CRSs are substitutes.

“ Deta provided by British Airways indicates that only 1% of the UK travel agomts that book flights with British
Afrwzys use more than ons CRS.
Y The USA mwy be the exception 10 this.
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As explained in section 2, the possibility of switching even in the medium term may vary
for the different types of travel agency. Certain classes of travel agencies and passengers
can switch, while others are more constrained. The switchers consists of large companies,
consolidators, tour operators and large business travel agencies. Small and medium-sized
travel agencies often use network, hardware and software provided by the CRS, which
makes it more difficult to switch.

Furthermore, although, to a large extent, the CRSs all offer a similar level of service,
there are differences that may affect travel agents’ willingness to switch between CRSs.
In a number of national markets, some CRSs have & competitive advantage over others.
For example, Amadeus and Sabre provide travel agents in Germany and France with
national rail services that are considered essential services from a CRS. This explains to
wmemﬁymelmmthuewmudowmlymwhtoweoor

Worldspan unless they are adequately compensated.

Finally, even if travel agents quickly switched CRS as a result of an individual airline
exiting the data base, this may not give airlines as a class much more power in the
upstream market. This is because, if different airlines exited different CRSs, the pressures
on travel agenis to switch CRS would tend to cancel out. Thus, even if switching were
eagy, airlines would still face pressures to join all CRSs.

At present the level of switching seems to be relatively low, with the exception of the
large consolidators. However, it is not clear whether this is due to an actual differentiation
between the CRSs that means that they are not substitutes, or merely an incumbent
advantage in retaining agents at the renegotiation stage. In particular, the incentive
schemes may distort the true assessment of substitutability. Even so, the rate at which the
incentive payments have esctlated in recent years suggests that there is some competition
between CRSs, and that switching is feasible.

In the ghort term, it is likely that airlines have no option but to participate in all CRSs.
The current market suggests that CRSs provide access to a fixed block of trave] agents
that are unlikely to be influenced to change CRS by the action of an airline. Hence, it
could be concluded that, in the upstream market, each CRS forms a separate market, from
the perspective of a major carrier.

Options for bypass of CRS with other booking methods (direct sales and Intemet)
In the medium term, other booking methods, such as direct sales and Intermnet-based travel
agents,mybecmsidgredmbsﬁunsforCRSaCmmﬂy.OXERAismtmofmy
Internet site that has direct contacts with airlines, b\nmllprovxdesd)esamemmcand
fare comparison provided by a CRS-based site, However, as these services develop, they

may undermine the position of the existing CRSs. This depenxis predominantly on
whether travel agents consider these other booking methods substitutes for a CRS-based
service, and whether consumers consider them to be a substitute to travel agency services.

Intemet travel web sites are one suggested bypass route for disintermediation. As far as
passenger choices are concerned, customers may go directly to their favourite supplier for
a repeat journey about which they are already fairly well informed. Where the routing is
straightforward, and price is the principal concem, dircct sales are also a popular booking
method. For example, airlines offering cheap tickets, such as EasyJet and Buzz, do not
participate in any CRSs and their flights are not sold through travel agents.
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Similarly, for routes with a limited number of carmiers, especially domestic flights,
passengers may also avoid using travel agents. In both the USA and Europe, the number
of direct sales is particularly high for domestic flights.

At present the services that actually bypass a CRS are limited, and mainly constitute
mirline direct sales. In 1995, around 20% of bookings were direct sales and this
mpproximate proportion is confirmed by some individual carriers. The remaining 80%
are through travel agents, predominantly through the four major CRSs. ,

" As the complexity, or unusualness, of the routing increases, the probability of using s

travel agent (snd hence a CRS) increases, as it is a very efficient means of comparing
options. This would imply that the 20% of journeys that are already svoiding CRSs form
a scparate market because they comprise journeys that do not require the passenger or
agent to search widely for options.

AltanmvdytthO%wnldwtuaeommonCR&.mdlmahnm-nm

mﬁiohwhwhwwbmmwuyﬁmm&bw,dlwmmv

options.

Geographic scope -
The geographic scope of the wholesale market is global. On the demand side, this is
because the Code prevents an airline from only using a CRS for a restricted regional
area—if an airline participates in a CRS, its flights can be booked by all the travel agents
in the world subscribing to that particular CRS. On the supply side, becasuse the market is
i y about the supply of information, once a CRS has the information, it can
supply this to all its travel agencies at limited additional cost. One of the key additional
costs will be the physical infrastructure linking a new region to the CRS. This is unlikely
to be a costly exercise in most parts of the world. Hence, the supply-side characteristics
are also suggestive of a global market at this wholesale level.
Conclusion
In the short rum, it appears that major airlines have little choice but to participate in all
four CRSs because each controls a significant proportion of world demand far air travel.
Formal critical Joss tests have not been conducted, but the likely margin on an extra sale
as compared with the cost of the booking fee should show that it would be highly
unprofitable for an airline to cease participating in any CRS. This indicates that the
upstream market boundaries could be drawn very narrowly, arguing that each of the four
CRSs is in a sepanste market. The medium to longer term is more relevant for the
regulstor, who may be reticent to intervene if market forces (even if slow-moving) are
likely to address the concerns over time. There is evidence that switching between CRSs
is feasible for travel agents, suggesting that airlines do in theory have the option to choose

% Drawa from maserial provided in response (0 the twam’s questionnsire.
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the CRSs in which they participate.” In addition, there is some evidence that consumers
are willing to use direct sales for certain types of travel bookings. These direct sales
already form 20% of bookings and some commentators expect them to grow markedly.

Thus, conservatively, the market is defined to include the distribution of information and
sales booking services for scheduled airline seats by CRSs and other sales methods on a
global basis. This implies that airlines can use these bypass methods, over a long period
of time, to constrain the behaviour of the CRSs.

4.1.2 Defining the downstream market -

Travel agents need to provide their customers with information about scheduled air
services, and have a method of booking and ticketing selected flights on behalf of the
consumer. The only sutomated method of carrying out the search element of this process
is a CRS—agents could phone all airlines operating on a particular route, but that would
behboﬁous,mdwasexwtlythesystcmthnCRstaeinnoducedwrephce.CRSs
compete in providing information and booking services to travel agents (both traditional
and Internet-based) based); they do not provide these services directly to consumers.

In determining the extent of this market, the key issues are very similar to those already

r

" considered in relation to the upstream market How casily can agents switch between

different CRSs and to what extent can an agent completely bypass the CRS system?

Substitution between CRSs

As already noted above, most agencies have only one CRS, and even global agencies
generally have a single main CRS in each geographic region. This is mainly as a result of
the incentive pasyments (and penalties) imposed by the CRSs that reward the agencies for
maximising the number of enquiries and sales through any one CRS (and charge them for

failing to meet the pre-agreed targets).

The degree of switching varies according 1o agency type, both in terms of the feasibility
of switching, and the gain from engaging in it. For example, consolidators make very
little use of the bespoke clements of the CRS, making switching technically
straightforward; also, as they generally deal solely in tickets (and usually at the low-price
end of the market), they have a strong incentive to reduce all intermediary costs.
Regardless of the amount of switching observed in the market, the steady increases in the
incentive payments provided to the agents is prima facie evidence of competition among
CRSs for travel agent business in the downstream market.

In addition, although CRSs offer different services in different countries, which may
provide them with a competitive advantage, this does not appear to be sufficient to

warrant a separate market definition, even in these countries, as the other CRSs could
relatively easily replicate the services offered. Therefore it is concluded that CRSs are

17 See the assessment of market power section for a more detailed considerstion of the Sexibility that airlines sctually
have in terms of deciding which to CRS¢ to participate in.
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wewedumbmmmﬁrmelwu,dbatbvuymgdegmu.mdtbenlwam
product market is at least all CRSs.

Bypass of CRSs by other booking methods

OXERA is not sware of any full-service search and booking platforms that are
comparable to the existing CRSs. In particular, the Internet-based portals have been
mmdudmbmmofﬂmcwbmaCRS,udommdemw
a full range of airlines.

Asmtedabove.themlinwvemaCRSmldbelmn-mmmdsyuanthn
relied on books of flight schedules and telephony-based information and booking
systems, or searching individual airline web sites. However, in addition to the
inefficiencies involved in using direct sales over a CRS, there sre other reasons why a
travel agent may prefer a CRS. CRSs bundle a number of services together, such as back-
office software or network provision, which are provided in conjunction to the core CRS
information search fimction. If there are economies of scope in combining these activities,
:tmﬂbemmwfnrlmvdlgmwmﬁtthunmdepmdanly and use
direet sales for its bookings.

Fmﬂ:me,dnboohngfeeoﬁ'mdbyCRSsdmalymwmedcﬂwmofdmct
sales. As & result of the productivity payments, the return to the agent from making a
booking through a CRS is higher than that from direct sales. Without any substantial
countervailing benefits of using direct sales, it is unlikely that direct sales could become a
feasible CRS bypass option for travel agents. .

If the CRS payment regime were to change considerably, or direct sales to offer
additional benefits (such as speed or efficiency) that were not available through CRSs,
direct sales could become visble as a bypass solution. This would be particularly the case
on routings that were straightforward, or commonplace, where the agent was aware of the
operators and potential tariffs. This is currently not likely to be a preferred option for
travel agents, and hence should not be considered as 2 substitute in terms of constraining
the prices charged by CRSs.

E-based ventures, such as Orbitz, an Internet travel agent in the USA, could also provide
competition to the existing CRSs, but in doing so Orbitz would itself be defined as a CRS,
and therefore should be considered a new entrant into the CRS market. This is discussed
more fully below.

Geographic scope

The downstream retail market is national. While Internet and direct sales routes can be
utilised cross-border, most passengers and travel agencies operate within their national
boundaries. There appear to be a number of informal restrictions on passengers
purchasing tickets in destinstion or third-country markets. In addition, customer
uncertainty appears to limit the wide-scale use of foreign-based travel agents.
Furthermore, the fact that air fares are in general different from country to country
indicates that the geographic scope for the downstresm market is national. For example,
the fare for flights Paris — Hong Kong ~ Paris booked in France is different from that for
the same flights booked in Hong Kong.

28

-
- e~

::m

o
[

g

e

ERY
3
3
¥
H




kit l

LAm

by

e ———— — ¢

IOPGEIRIA| Final Report

Conclusion

There do not therefore appear to be any substitutes to the CRSs in the downstream
market. Accordingly the market is defined as the distribution of information and booking
services by CRSs to travel agents on a national basis.

4.2 Assessment of market power

Thenmmgemﬁnwmpmummﬁmuthemoftheeximnceofmm
power in the relevant market, and in particular whether there is any evidence of
dominance. The European Court of Justice (ECJ) has defined the concept of dominance
as follows:

Dominant position ... relstes o a position of economic strength enjoyed by an
undertaking which ensbles it w0 prevent effective competition being maintained on the
nmmtubyaﬂadnunhpowbhdmenuwhkm
Mdmmﬂmumdwydmm

lhus,theessaweofdommmcexsﬂxepowermbehavemdqamdem}yofeoomm:c
pressures in the market. This market power allows the firm to maintain prices above the
competitive level or to engage in anti-competitive conduct to exclude competitors from
the market.

A dominant position according to Article 82 can also be held by two or more
undertakings, provided that they present themselves or act together in a particular market
as a collective entity. In the EU, the concept of joint or collective dominance is used for
such cases. The proof of the existence of a collective dominant position involves a two-
stage process: it is necessary first to establish the existence of a collective entity and then,
where such a position is found, to establish that the collective entity holds a dominant
position.

EU case law established the necessity of ‘economic links or factors which give rise to 2
connection between the undertakings concerned’. In later cases, the Court held that such
links could be established by an agreement, decision or concerted practice, but that the
existence of an agreement or other links in law ig not indispensable to a finding. It would
depend on an economic assessment and, in particular, on an assessment of the structure of
the market in question. The Court has stressed the need to show that the entities do
present themselves collectively because the links are, or the market structure is, such that -
they will be encouraged to align their conduct or to adopt a common policy in the market
and to act to a considcrable extent independently of their customers, competitors and
consumers.

The checklist routinely applied by the Commission in joint-dominance cases seeks to
evaluste the market in question agninst certain characteristics, which are deemed to

" Case 27/76 Unised Brands v. Commission [1978] EC.R. 207 [1978] 1 CM.LR. 425, paragraphs 65-66.
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facilitate: tacit coordination, high concentration levels, homogeneous products, stable and
symmetric market shares, stagnant demand, inelastic demand, high barricrs to entry,
umﬂmtyofummdbwkvdsofmhmbpalchmpmsmnbeﬁnﬂm
discussed in section 5, whchammuwhethathaekmdwofabmeofdommm

position.

Mmmd@ﬁmﬁmhhdmmﬁdofmemmmddm
markets. The assessment of market power in these two is therefore dealt with separately.

4.2.1 Assessment of market power In upstream market

If the market is defined in the narmowest sense—ie, that cach CRS is a separate market—
thea it is obvious that esch is dominant and possesses monopoly power. Hence this
section discusses the likelihood of finding the existence of dominance even where the
broader market definition is used in the upstream market. First, the current situation is
mdm&mwofmmmmnmmhwm
is then considered.

Wmmmmumguwbymeade;uuplmed,the&demmﬂm:
distinction needs to be made between pareat carriers and non-parent carriers. The Code
obliges parent carriers to participate in each CRS. Unless the parent carvier is willing to
forgoacceumantthRSl,mdthacfontolﬂmeulvellm(lpmMmm
travel agents and other travel agents which have access to the perent carrier’s own
intemal reservation system), they must participate in every CRS. Fmﬁeperqnaweof
parent carriers, the CRSs act as 2 collective entity.

What alternative options do parent carriers have to mitigate any abuse of market power by
the CRSs? Discontinuing the participation in all CRSs is not a realistic option. An airline
would lose most of the business from the thousands of travel agencies that are served by
the CRSs. The market share of the CRSs is currently around 80%. Thus, from the
mmeofamma,mmwuamghmmymdﬁwmuhumw
to bypass them quickly. Hence, the CRSs should be considered to have joint dominance

over parent carriers as they can behave independently of them.

Non-parent carriers are not obliged to participate in each CRS and therefore have the
option to discontinue their participation in just onc CRS. This flexibility can be shown to
bemm:ppuunﬂ:mmLAsaplnnedabove,uebCRSptovidumimamduecm
to a large, discrete group of travel agents (ie, each CRS has a strong position in a mumber
of national markets). If a non-parent carrier discontinned its participation in any one CRS,
it would lose most of the business from travel agents in that particular CRS."” Again, this
means that it is not a realistic option for airlines to discontinue their participation in a
CRS. This implics that the CRSs can behave independently of the sirlines and hence

”mmewmm“(mmmuhnudmhm«m
will be limited becauae of the strong mmrket position of the most popular CRS. This means that a passenger may have to
search very havd 1o find & travel agent not using the pre-eminent CRS.
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should be judged to be either singly or jointly dominant. This is confirmed by the
powerlessness of the airlines in negotiating any change in contractual terms with the
CRSs. Indeed, the market structure is such that CRSs are encouraged to align their
conduct and %0 act to a considerable extent independently of their customers. An example
of this is the parity provision, which CRSs have included in the contracts with non-parent
carriers. This issue of joint dominance (and tacit collusion) is discussed further in section
5.1.

New entry o - ,

At present it appears that airlines have little choice but to accept the terms and conditions
offered by the CRSs. There may, however, be scope for airlines to disintermediate the
CRSs over time.

The scope for competitive entry or self-supply to operatc as a constraint on the market
power of the CRS remains marginal in the upstream market. In the short to medium term,
direct sales and the existing Internet-based booking systems constitute an inferior
distribution platform for airlines seeking to supply information and booking services.

To what extent do new entrants exercise competitive constraints on the CRSs? New

entrants into the market of CRSs face threc major barriers: aggregation of sellers, the
underlying technology to support the distribution infrastructure, and aggregation of

- buyers.

The aggregation of sellers (ie, airlines) can be achieved by establishing communication
links with airlines in order to gain access to fares, schedules and availability, and by
entering into contracts with airlines in order to be able to book their flights and issue their
tickets. Establishing communication links requires capital, and ‘signing up' airlines
requires staff time. Given that most airlines predominantly serve particular geographic
areas, it may be feasible to generate links to only the most important airlines in any
market However, this may be unattractive to agents that like to see all offerings and have
one system. The size of the price differential required to compensate for such
inconvenience is an empirical question.

The second barrier is the underlying technology to support the distribution infrastructure.
This involves high (sunk) costs (for processing power, data storage, etc), time, technical
talent and industry knowledge. 1t is difficult to give an estimation of the costs of building
a new system.

The aggregation of buyers is another entry barmrier. New entrants will have to obtain
access to travellers. This can be achieved either by gaining direct access to travellers or
by building relationships with travel agents.

The Internet may eliminate one of the three entry barriers by providing a framework to
aggregate buyers through direct access to travellers. However, aggregating sellers into a
single web site still requires communication links to be established and contracts to be
agreed with sirlines. Furthermore, it still needs the underlying technology to support the
distribution infrastructure. Processing power, data storage, technical skills and industry
knowledge are required to build such a distribution system.

This explains, at least to a certain extent, why all the on-line travel agents use existing
CRSs to make bookings and to access flight information. On-line travel agents can be
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described best as powerful search engines (using existing CRSs) that marry travellers and
sirlines without using conventional travel agents.

Existing on-line travel agents do not bypass the incumbent CRSs as yet. There are
currently a number of attempts by the airlines to disintermediate the CRS by developing
the Internet-based travel agent mode! further. For example, Orbitz was set up by five
airlines (Delta, Northwest, Continental, American and United), and was initially the
subject of an antitrust investigation, as it was alleged that the web site would offer lower,
fares than competing web sites. The US Department of Transportation ruléd in April 2001
that there was no evidence of anti-competitive behaviour and the site was lsunched in
June. Like most Internet travel agents, Orbitz does use a CRS; however, its arrangement
is unique in that its deal with Woridspan does not involve the usage of its search engine
but merely its conmections to sirlines. Even this is a temporary arrangement; Orbitz will
have a direct link to a handful of airlines by the end of the year. Opodo, a European
vmof&bit,uunmﬂybangdevchpedhyaconmﬁmofhopemnﬂmu,bm.
like Orbitz, uses 2 CRS as its booking engine.

It'is doubtful whether new Internet-based travel agents, such as Orbitz and Opodo, will
succeed in significantly increasing competition in the upstream market. Bypassing the
travel agents by trying to obtain direct access to travellers is only possible to a certain
extent. The bulk of travellers still prefer to make their bookings through travel agents.
When complexity or unusualness of the routing increases, travellers are more likely to
book through a travel agent. Furthermore, although Internet-based travel agents may take
some market share away from CRSs, CRSs will still have strong market positions. Unless
airlines are willing to forgo access to all these travel agents, airlines will have to continus
to participate in the CRS.

The other means of aggregating demand and bypassing CRS is through the travel agent,
but gaining this access to trave! agents is difficult. Trave! agents often use only one CRS,
may be locked into three-year contracts that make it difficult to switch to another
provider, and are often provided with software and hardware by the existing CRS. New
entrants have to establish a new brand, convince travel agents to use their system, and
compete with the attractive incentive booking schemes that travel agents are offered by
the existing CRSs.

The high levels of rebate offered by the CRSs to the travel agencies may form a
significant entry barrier for new firms attempting to offer services that compete directly
with the CRSs. The travel agents benefit considerably from the current system, and would
be reluctant to lose this revenue. Moreover, they claim that the rebates sre necessary to
cover their costs of business, and, if the contribution did not come from CRS rebates, it
would have to be recovered from elsewhere.

If the new srrangements were to offer a comprehensive service, this new deal would need
to be negotiated with the majority of airlines simultancously, which may be problematic.
Hence, it would be very difficult for a competitor to the CRSs to attract travel agents to
use its systemn without offering the same rebates, or similar cash inducements. Given the
ovenneostofpmvndmgswhmdueanenu,myuwmmtwouldneedwmtheume
basic economic model as the existing CRSs.

In other words, it is difficult to consider a business case in which a CRS competitor could
profitably enter the market without charging the airlines in a similar fashion to the
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existing CRSs. Such a competitor is thus unlikely to be able to offer airlines a new
business model that would be preferable to the existing CRS charging structure. Without
a means of attracting either agents or airlines, entry is likely to be very difficult.

One particular impact of this conclusion is that it is unlikely that agents will use the
Internet as a substitute for the CRSs so long as the current payment structure remains in
place. Thas it is only domestic purchases of travel services via the Internet that will be the
available market for these on-line agents. ,

Consequently, it is not likely that 2 new entrant will put sufficient competitive pressure on
the incumbent CRSs to prevent them setting prices and contractual terms independently
of their girline customers. Thus the threat of new entry does not reduce the (joint)

_dominance of the CRSs over the sirlines.

4.22 Assessment of market power in downstream market

As shown in Table 4.1, each CRS has a high market share in a number of national
markets, higher than the European Commission's threshold of 50-60%. This would lead
to a strong presumption of dominance for the CRS, with the strong presence in the given
downstream market. Furthermore, as explained above, evidence of fidelity or volume
discounts structured to drive the marginal purchase towards the CRS limits effective
competition from other sources, such as direct sales (over the telephone and through a
web site). The incentive schemes may also form a strategic entry barrier for new entrants.

The increasing booking incentive schemes (and up-front payments) offered by CRSs to
travel agents could indicate fierce competition in the downstream market. There are three
incentives for CRS companies to compete for the business of a travel agent:

) even for a medium-sized travel agent, the booking-fee revenue that a CRS
company can gain from airlines is considerable; -

. there are significant scale economies for CRSs—unit costs decrease as booking
volumes grow;

. the larger the CRS market share in 2 given downstream market, the stronger its
position towards the airlines in the upstream market and the stronger it is in
comparison with its competitors in attracting other travel services to its platform
on good terms. :

The costs of the incentive schemes appear to be borne by the airlines that have little
control over the CRSs® marketing and pricing strategy towards the travel agencies. As
described bove, the degree of competition in the upstream market is very low, enabling
CRS:s to pass on the costs of the incentives schemes to the airlines. This would mean that
the existence of increasing incentive schemes is not necessarily (only) an indication of
fierce competition—it is both a symptom of poor incentives and an indication of fierce
competition. The fact that travel agents receive most CRS services free, while booking
fees charged to airfines have increased considerably over the past five years, indicates that
competition in the downstream market is stronger than in the upstream market What is
Iess clear is whether CRSs would continue to compete as fiercely for travel agency
business if they could no longer easily pass the costs of this competition on to the airlines.

In summary, some CRSs have a very strong position in some national markets; however,
the CRSs that are smaller in each market appear to compete for this business. Agents that
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tender for their CRS business generate multiple participants that offer competitive bids.
With evidence of this, it is difficult to argne that any individual CRS has the power to

behave to an apprecisble extent independently of its competitors and customers, since -

other CRSs appesr 10 compete with it. Further, detailed investigation of any particular
national market may reveal that the generic picture of competitive tendering does not
bold, in which case the incumbent may be shown %o be dominant In general, the
conclusion is that any one CRS is unlikely to be dominant in a downstream market: the
goal is 10 harness these competitive forces to yield better outcomes for passengers and
girlines.® ‘

* This does wot prectude that CRSs smy be found %0 be joiatly dominent in sy market, nor that particular actions on
the part of m incumbent may be found o be anti-competitive (for example, contractual terms that dissaade ageats from
switching). Such practices are discussed in the sext section.
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5. Evidence of Anti-competitive Behaviour

Having analysed the existence of market power in the relevant markets, this section sets
out the airlines’ current complaints in the context of potential anti-competitive practices.

5.1 Taclt collusion

Joint dominance can be defined as a market structure of tight oligopoly that is
unsatisfactory from a public-policy viewpoint, in which firms, recognising their mutual
interdependence, behsave in a coordinated fashion that is not competitive, but that does not
involve an explicit anti-competitive agreement. It should be recognised that the mere fact
that firms recognise their interdependence with other firms is not sufficient grounds for
inferring that observed outcomes are not the result of effective competition. Coordinated
behaviour (tacit collusion), but not mere oligopolistic interdependence, is what leads to a
situation of joint dominance, as defined here. "

A number of criteria for assessing joint dominance, on both the supply and demand side,
have been identified in EU competition case law. It is against these criteria that the
upstream CRS market can be asseased.

. Number of firms—as 2 genexal rule, tacit collusion is more likely in tight
oligopolies with few firms. Apart from in the Far East, the CRS market is
dominated by four firms. This is well within the general rule employed by the US
Horizontal Merger Guidelines, which state thst markets with up to five or six
firms are likely to raise concems about tacit collusion.

. Szeda:mbuqu’wmnm—ucncouuaonunormnuymbetweenﬁms
with gimilar market shares. This is again a feature of the CRS market—Galileo,
Sabre and Amadeus control approximately 30% of both the upstream and
downstream market, with Worldspan taking the remaining 10%.

. Market shares over time—stabic market shares, as have been witnessed in the
CRS industry, are also a possible signal of tacit collusion. Sabre and Worldspan
have remasined the dominant players in the USA, while Amadeus continues to
coatrol the European market. The only changes that have occurred have been as a
result of the capture of a new market, such as Sabre’s successful foray into the Far
East. .

.. Homogeneous produci—where competition focuses on price alone, tacit
agreements are reached more easily, as firms only need to collude along one
dimension. The CRS industry is characterised by limited product differentiation,
as most airlines take the full fanctionality offered by all four major CRSs.

. Transparency of prices—tacit agreements are easier to sustain where quick
detection of ‘cheating’ is possible. The prices charged by each of the four major
CRSs are always freely available, and the existing rules that prevent a CRS
charging different prices to different airlines further facilitate collusion.
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. Structure of costs—firms in high-fixed-cost industries may be more susceptible to
collusive outcomes. They will want to ensure that they operate at full capacity to
spread the fixed costs as much as possible, and will all have the incentive to keep
pmulnd:noughtnmthaeﬁxedeom.

. Cas:dgﬂ'mw—tfﬁnmhavemﬁhrmnpmlcostﬁmwomﬂwnmdmdual
price preferences st given levels of output are unlikely to differ greatly, making it
easier to susiain collusive outcomes. It is highly likely that the four CRS
companies have similar cost structures.

. Technological development—markets with little technological change, particularly
if combined with high fixed costs (see above), may also be prone to collusion.
This is becsuse there is less scope for new competitors o enter the market with
innovative products, mdbeunseeompehﬁcn,umthpudmtdﬂeemm
tendﬂohkepheuhgfcwerdmmmm ,

o Paumdambakm—ﬂﬁlmﬁnhnpomhdiuﬁonofwitmﬂudm
(pricing and market strategies are particularly useful in this regard). The CRS
market is unusual, in that prices in the upstream market are fixed once a year, with
the changes occurring almost entirely on the same date. Galileo, Amadeus and
Worldspan brought in their new pricing on January 1st 2001; Sabre’s rates
increased on February 1st.

The CRS industry exhibits a number of characteristics that make it easier to reach tacit
agreements regarding the setting of prices. The possibility of collusive behaviour is
enhanced by the existing incentive structure in the upstream market. Each company
knows that all the international sirlines are obliged to participate in each CRS to reach
travel agents in ill countries, and therefore have little incentive to compete on price. The
simple fact that booking fees are raised year on yesr at roughly the same time by all four
CRS companies suggests that competitive forces are working imperfectly in this market.

Parent carriers are obliged under the Code to participate in all CRSs. This makes the
CRSs act as one entity. Furthermore, the CRSs have a parity provision in their contracts
with participating carriers that requires the carrier to participate in as high a level in their
system as in any other system. The parity provision prohibits a carrier that participates at
the most basic level of Sabre, Worldspan, Amadeus and Galileo from upgrading to a
higher leve] in, for example, Sabre, unless it also upgrades to a higher level in the other
three CRSs. Likewise, for example, if a CRS’s product and services deteriorate (or a CRS
increases its price without improving its services), the provision prevents a carrier from
downgrading its participation level in that CRS unless it also downgrades its level in
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every other CRS. The parity provision thus reduces the need for CRSs to compete with
each other to make their enhanced service levels attractive to participating carriers.

52 Excessive pricing '

Studies of the CRS industry by both Global Avistion Associates Ltd and Garrett
Communications Ltd repott that the prices charged to sirlines by the CRS companies
have increased substantially year on year.” Table 5.1 shows the increase in booking fees
over the last five years. Prices have increased, on average, by 5% peryear. -

Table 5.1: Booking fees increase per ysar (%)

“CRs 1908 1% 2000 2001
" “Amadeus 33 52 45 €5
Gelleo = _ 40-T4 a4 54 8.0
Sabre 70 29 As 7-10
Worldspan 2272 35 59 40

MWAWMLH. {2001). {Garrst Communicalions shows similar price increases.)

Debates between the carriers, CRSs, travel sgencies and the regulatory bodies have
already taken place concemning the basis on which the CRSs calculate the level of fees to
be charged for their services. One specific complaint was that the productivity pricing
agreements in existence in the downstream market were bomne by the airlines. In 1997,
the European Commission commissioned consultants, SH&E, to carry out a detailed
examination of CRS charging policies in response to these complaints.® The Commission
was persuaded that the incentive payments awarded to subscribers were legitimate
distribution costs and could be included in the booking-fee calculation, but the wider
question of whether the overall booking fee was cost-reflective was not answered.

Sabre’s Annual Report 2000 mentions that:

{the] cost of revenues for electromic travel distibution incressed approximately $86
million, 9.4%, from $916 million 1o $1,002 million. This incresse was primarily
sttributable %0 increases in subscriber incentive expenses, data processing costs and
salaries and benefits, partially offset by reductions in expenses associated with the
Marketing Cooperstion Agreement with American Subscriber incentive expenses
increased in order %o maintain and expand the Company’s travel agency subscriber base.

This makes clear that the increases in booking fees are, at least partly, duc to higher
incentive payments offered to travel agents. In the downstream market, the CRSs compete

2! Giobal Aviation Associstes (2001), “The Hisory and Cutiook for Travel Distribution in the PC-based Intemet
Environment”

nEmW(IM‘WthdMWNOMm:MMW
for CRSs, Proposal for 2 Council Regulstion (EC) amending Council Regulstion No.2299/89 oa a Code of Conduct for
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machothubrmel:gmnondnlcvclofmpaymm In order to
maintain or expand its market share, a CRS needs to overbid its rivals—ie, to increase the
incentive payments to travel agents. The higher costs of these incentive payments are
subsequently passed on to the airlines in the form of higher booking fees. The higher
incentive payments a CRS pays to travel agents in order to keep its market share are of no
benefit to the airline in a8 market where CRS penctration is already very high. It may
result in better deals and services for travel agents, but not in better services for airlines.
The ovenall outcome for final customers is uncertain, but in maturc markets there is likely
to be a tendency to inflate total costs. It therefore no longer scems legitimate to arguc—as
theEmopeanCommuuondtdml”S—thﬂdlmcenhvepaymcmawuﬂedw
subscribers are legitimate distribution costs.

Analysis of the profitability of the CRS companies raises further questions as to whether
excessive pricing exists within the industry. Table 52 shows the return on equity of the
three CRSs that are listed on an exchange.® It is difficult to find a benchmark against
which the profitability of CRSs can be assessed.

A benchmark that could be investigated further is the booking fees that fall under the
Amadeus user agreements. These agreements are for airlines using the Amadeus internal
reservation system. The fees that Amadeus system users pay for bookings made through
the direct sales distribution channe! (i, telephone, own web site or travel agent) appear to
be lower than the ‘normal’ CRS booking fees. The difference may be due to differences
in the type of service; the fact that, for direct sales bookings, no incentives are paid to
trave! agents; and profit margins. In order to investigate fully whether this could serve as
2 benchmark, it would be necessary to determine the extent to which the services under
the system-user agreements are comparable to normal CRS services.

hisclwthntthemunoﬁeqlﬁtyoftheﬁueeCRSs:bowninTableS.Zishigh.For
comparison, the return on the FTSE 100 index was on average 15% over the past five

years.

Table 5.2: Return on equity (%) 7

“CRS Retum on aquity {1988) " Retum on equity (1999)
Amadeus’ na . 40
Galleo 23 55
Sabre 24 26

: ¥ The retum on equity of Amadeus for the year 2000 is 26%. 2 The return on equily is caiculated as
total equity.

“wmhmmmmmwmmuuwwupﬁnm
15%, for Galileo 20% snd Jor Sebee 15.5%. The capital imsensity—messured as total fixed assets as a proportion of
ternover—is 23% for Amaadeus, 19% for Galileo and 24% for Sabre.

-

(RS
i

Z44

w

. .



R

o4
ad

opgmanty

LA

it

prorg

vt

¥

JOIXIEIRIA] Finsl Report

3.3 Cross-subsidisation

Article 10.] of the Code requires that:

Any fee charged by 3 system vendor shall be non-discriminstory, reasonably structured
and reasonsbly related to the cost of the service provided and wsed and shall, in particular,
be the same for the same Jevel of service.

This requirement only applies to those companies that are subject to the Code—ie, the
airiines. CRSs now do much more than serve the airlines. Recent years have witnessed a
growth in the bookings made through their systems on behalf of their other customers,
such as car-rental companies, hotel chains and rail companies, as Table 5.3 demonstrates.

Table 5.3: Non-air bookings, 12 months ended September 30th

1999 2000 % change
{no of bookings, m) (no of bookings, m)

“Sabre 389 429 +11
Galleo * 20.1 204 +1
Amadeus 274 208 +8
Worldspan 137 159 +18
Total 108.8 178 82

Souu Garrett Communications (2001). ‘2001 GDS Yearbook'.

nxspossiblethattheboohngfeachngedwtheuﬂmsmbangusedmﬁmcﬂm
cost of providing CRS services to these other companies. It is not clear whether providing
services to these other suppliers of travel vendors involves significant new costs for the
CRSs. If the provision of such booking capabilities to these companies requires
significant new investment, and airlines® fees are cross-subsidising these costs, the profit
figures reported by the CRSs in relation to airlines could be understated. It could be
argued that the provisions of the Code that require cost-reflective pricing need to be
extended to all suppliers of travel services.

54 Anti-competitive practices in the downstream market

The curreat high levels of productivity payments offered by the CRSs to the travel agents
raise several issues of possible anti-competitive practices in the downstream market.*

5.4.1 Cash-back as an entry barrier

The high levels of cash-backs offered by the CRSs to the travel agencies may form a
significant entry barrier for new firms attempting to offer competing services to the CRSs.
The travel agents benefit considerably from the current system, and would be reluctant to

“Mm;mmMuwwmmmmwmmm
The discussion below is based om information from the two large travel agents.
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lose that benefit. Moreover, they claim that the rebates are necessary to cover their costs
of business, and, if the contribution did not come from CRS rebates, it would have to be

recovered from elsewhere.

Hence it would be very difficult for a8 competitor to the CRSs to attract trave] agents to
use its system without offering the same rebates, or similar cash inducements. Given the
overall cost of providing such inducements, any new entrant would need to use the same
basic economic model as the existing CRSs.

5.4.2 Productivity bookings are volume rebates

PmducuwtypcymentsmbncanyqummytebmWhQﬁanmugowed,
the agent specifies its expected number of bookings in the relevant time period (usually
on an annual basis), and the CRS quotes a booking rebate on the basis of this figure. The
CRS will offer larger per-booking rebates to the agent, the greater the number of
bookings that it commits to put through that CRS. The CRS may usc the opportunity of
higher per-booking rebates to encourage the agent to commit to produce very high levels
of bookings in any onc year. Such incentives then encourage fictitious and duplicate

bookings by agents.

Most of the CRS agree a flat per-booking rebate that applies to all bookings by the agent,
regardless of the final annual total However, the booking targets are an effective
incentive regime because of penalties for the failure to meet them. The agent is charged
fogmeshmﬁhuindwmmbaofbooldngsbdowdwmga,mdthisp«-bookingchnge
genenally exceeds the value of the rebate from the CRS.

For example, OXERA found evidence of a CRS tariff that offered a £1 rebate per
booking, with a penalty charge of £1.50 per booking below the target.

The granting of rebates is 8 common fact of commercial life and a major way in which
suppliers compete on price and attempt to attract customers to themselves and away from
competitors. The ability to grant discounts is not a characteristic of market power, but
case law on Article 82 establishes that, where undertakings are dominant, their
discounting policies will be severely constrained. In Irish Sugar, the Court of First

Instance summed up the approach of EU competition law to pricing policies:

the case law shows that, in determining whether a pricing policy is abusive, it is necessary
1o consider all the circumstances, particularty the criteris and rules governing the grant of
the discount, and 0 investigate whether, im providing an advaniage sot bascd on muy
economic service justifying it, the discount tends to remove or restrict the buyer's
freedom o choose his sources of supply, 10 bar campetitors from access o the market, o
apply dissimilar conditions %0 equivalent transaction with other trading parties or %0
strengthen the domiment position by distorting competition [Hoffman-La-Roche,
paragraph 90; Michelin, paragraph 73]. The distortion of compethion arises from the fact
that a financial advantage granted by the undertaking in & dominant position is not based
on mmy cconomic cousideration justifying it, but tends 10 prevent the customers of that
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paragraph 71]. One of the cacumstances may thercfore consist in the fact that the practice
in question takes place in the context of & plan by the dominant undertaking aimed at -
eliminating 8 competitor [AKZO, paragraph 72, Case T-24/93 Compagnic Maritime
Belge, paragraphs 147 and 148].%

The effect of the discount structure has some characteristics similar to fidelity discounts.
This drives most travel agents to use only one CRS in any geographic region. If an agent
contracted with more than one CRS, the volume spread across cach CRS would be
reduced, and the per-booking fee payments would be smaller. The volume discounts are
structured to drive the marginal purchase towards the CRS, which limits effective
competition from other sources, such as Internet-based travel agents or direct sales.

5.5 Discriminatory pricing

Generally speaking, large travel agents are offered better terms than smaller travel agents.
They make more bookings and therefore benefit more from the volume discounts.
Furthermore, some of them—in particular, consolidators—are in a better negotiating
poat:onthansmallertuvelageuts,astheyusetheuownhudwmandsoﬁwaremdcan
casily switch from one CRS to another.

The impacts on the retail market of the deals between different types of travel agent and
CRSs sare unclear. Large agents are placed in an advantageous position as a result of the
dwcmnmawry icing, but the overall value of the benefits may not make a significant
amount of difference. The fact that smaller travel agents continue to exist alongside larger
firms suggests that the inequalities of the current system are not such as to force smaller
agents from the market.

In order to investigate this issue fully, it wouldbehecessaryto determine the exact level
of CRS rebates made to different-sized firms, and establish the total sums of money
involved compared to the aggregate cost base of each type of agency.

5.6 Consumer detriment

The analysis set out above indicates that there are a number of both static and dynamic
market failures in both the upstream and downstream market, and in particular when the
two markets are taken together. Airlines are faced with CRS suppliers with considerable
market power; travel agents have incentives to behave in a way that increases total costs;
and market shares in local markets are high, and very stable.

However, these market failures mrise in the intermediate markets of the supply of
information and seat-booking services. Although it is likely that failures in intermediate
markets result in failures in the final-product market (which, in this case, is the actual
passenger journey), it is not automatically the case. For a competition authority, this

5 Case T-220/97, Irish Sugar pic v. Commission, judgement 7 October 1999 [1999] 5 CMLR 1300.
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distinction is important, as competition is 2 means to an end, not an end in itself. If there
is no significant detriment in the final-product market, a competition authority may
choose not to take action to correct distortions in the imermediate markets.

For example, in the above analysis, the airlines are in a weak position relative to CRSs,
and the booking fees (ie, prices) paid to CRSs have increased. In turn, however, CRSs
have been passing on more to the travel agents, the costs of which are reflected in the
CRSs’ cost base. If competition between trave! agents for customers competes away the
additional revenue received from the CRSs then consumers may be no worse off as a
result of increased payments by airlines to CRSs. This will be the case when travel agents
use the revenue to produce benefits valued by customers (including discounting ticket
prices), even if the original payments from sirlines to CRSs are not related to the basic
costs of running & CRS system. It is therefore possible that actual ticket prices are no
higher than they would be if the intermediate markets were more effectively competitive.
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6. Summary of Economic Analysis

The CRSs can be considered a distribution platform through which airfines sell tickets to
travellers, via either traditional or Internet travel agents. From a technical point of view,
each CRS offers the same kind of services and fumctionality (search, booking and
ticketing functions). However, the CRSs have different geographic strengths. For
example, Amadeus offers access to most of the travel agents in Germany (82%), Sabre
gwesaceestow%ofthetnvelngentsmtheUSA(mdonlyloS%ofthetmvelagmts
in Germany), while Galileo has a market share of 73% in the UK. *

6.1 Airline—CRS relationships

The CRSs are not substitutes from the airlines’ perspective—each CRS provides access to
a large, discrete group of travel agents. This means that, for the airlines, participation in
allthefourmnjorglobllCRSluusenml,evmxhtunotmmdamryfornon-pucm
would lose much of the business from the thousands of travel agencies that are served by
that particular CRS. Thus, from any major airline’s perspective, each CRS constitutes a
Beparate market and each system possesses market power over the airlines.

However, in the long run, CRSs may be considered substitutes. This mainly depends on
the level of switching among CRS users—the travel agents and indirectly travellers
themselves. For example, if an airline discontinued its participation in one of the CRSs,
the airlines would not lose all the travel agents/consimners in that particular CRS. It is
possible that, in the long run, some of the travel agents would switch to another CRS,
while it is also feasible that some travellers would use an alternative travel agent linked to
a different CRS.

Furthermore, it could be argued that direct sales (cither telephone-based, or those through
airlines’ own travel agents or web sites) can be regarded, at least to a certain extent, as a
substitute for CRS. For some airlines, direct bookings are an important distribution
channel, particularly for domestic sales. None the less, the direct sales distribution
channe! remains an imperfect substitute. The probability of consumers using a traditional
or on-line travel agent (and hence a CRS) increases as the consumer’s required routing
becomes more complex or unusual. This is because the CRS is a very efficient means of
comparing different options. Heuce, although all CRSs could be seen to be in the same
market, in the short term, it is recognised that global airlines have no choice other than to
subscribe to each of the four largest CRSs in order to gain access to their travel agents
(and thus potential travellers).

In the long run, CRSs may face competitive pressures from new entrants. New entrants

into the CRS market face three major barriers: aggregation of sellers, underlying
technology to support the distribution infrastructure, and aggregation of buyers.

% As a1 1995, Indications wre that its market share hes gince fallen.
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The Internet climinstes one of the three entry barriers by providing a framework to
ammbmﬂwu,@epﬁnguﬂmdnmﬁrumbﬁxhhgmmﬂuﬁm
links and entering into contracts with airlines. Furthermore, it still needs underlying
technology for dsta storage and processing. This explains why all Internet travel agents
mukﬁngﬂ!&mmakebookinglmdwmﬂidninformaﬁommexisﬁng
Intemet travel agents do not replace the CRSs but only disintermediate the traditional
mvelagmn.nwdevdopmanofOlbiukmmmbyUSliﬂinubdisinwmedim

Tt is doubtful whether initiatives such Orbitz will succeed in increasing competition in the
upwummmnypudngmemdagmbyuyingmobuindirectmto
travellers is only possible to a certain extent. In addition, if Orbitz wants to obtain access
to travel agents, it will have to compete with the agent's existing CRS, which will be
offering high volume discounts. Hence, it would be difficalt for any new entrant to attract
travel agents without offering the same rebates or similar cash inducements. Given the
overall cost of providing such inducements, any new entrant would need to use the same
baﬁgewnomicmodelutheadsﬁngCRS&!nm.itismtlikclythnanewmamwﬂl
put substantial competitive pressure on the incumbent CRSs.

62 CRS-travel agent relationship

The relationship between CRSs and travel agencies is very different. While most travel
ngqnumdwmbsm'bemmlyoneCRS,ﬂxcminCRSsmconsideredmbstimmby
the travel agents. An agency sclects a CRS on two key criteria:

. attractiveness of functionality and services; and
o price (generally in terms of level of discounts).

ThereappwxuobecompeﬁﬁonbetmtheCRSsmdgnupmvelagemswtheir
pnﬁculnsyxtem.lhemmmvelagam:CRquuhes,themmbookinyitmeiva
through its system and the higher its revenues. It should be noted that the US and
Emopeandownsu'eammnkeumlngelysﬂmved.CRSsmthmfommtcompeﬁng
for new travel agents, but attempt to take market share away from each other.

6.3 Pricing policy

Each CRS adopts a similar charging structure, with sirlines charged a booking fee
whenever a reservation is made through the CRS system. The CRSs have significantly
increased the booking fees over the past five years, on average by 5% per year. As the
alternative methods of distributing information to travel agents are very limited, there is
no competitive pressure on the prices set by the CRSs. It is not clear whether the price
increases have been caused by higher costs, increases in the level of services or
functiopality provided, or whether they have contributed to higher profits. Most likely is
that a mix of all three explanations is relevant.

The CRSs possess market power over the airlines which has enabled them to impose the
price increases, and to make high profits without the threat of a demand response of the
airlines. Airlines slready do not have a realistic option of discontinuing their participation
in a CRS, and, further, they do not directly control the volume of bookings made that
result in the costs charged to them.
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The pricing structure for travel agents is different. Travel agents effectively create
revenue for the CRSs, as each booking originated by an agent allows the CRS to charge
the airline a booking fee. In order to maximise the number of bookings made by a travel
agent through a particular CRS, the CRSs use ‘productivity bookings’, which are
basically loyalty discounts. The CRSs appear to use part of the booking fee to cover their
costs of acquiring the travel agents® business (mainly the productivity payments).

- 8.4 Summary

”

CRS distribution is a joint product that offers services to both airlines and trave! agents.
CRSs do not compete for airlines to subscribe to their systems, but appear to compete
vigorously between themselves for travel agents’ business. This peculiar structure of the
markets in which the CRSs operate has led to the following.

e  Significant increases in the booking fees charged to airlines by the CRSs—on
average 5% per year over the past five years. Although the cause of these price
muusenslmclar,dlemmnquaonofoneoftthRSsmcnuonsthattbepnce
‘increases were necessary due to higher costs of productivity booking schemes for

travel agents.

The CRSs make relatively high profits.

In the upstream market, the CRSs do not operate in a competitive environment,
which may have led to inefficiencies in the CRSs.

As the airlines provide the majority of CRS revenues, they effectively cover most
of the CRS costs, and pay for most of the services provided by CRSs to travel
sgents, such as hardware and back-office software.

The European and US markets for travel agents are largely saturated, which means
that the vigorous competition among CRSs for travel agents is of no benefit to the
airlines. It does not generate greater numbers of bookings, but results in better
deals for the travel agents and therefore in higher fees per booking for the airlines.

. Travel agents are paid for each booking. This gives them an incentive to inflate

the number of bookings they make—for example, with fictitious or duplicate
bookings.

. CRS may use the booking fees charged to the airlines to finance the cost of
developing CRS services for other travel sectors, such as car rentals and hotels
(cross-subsidisation).

The high level of cash-backs offered by the CRSs to the travel agents may form a
significant entry barrier for new firms attempting to offer competing services to
the CRSs. It would be very difficult for a competitor to the CRSs to atiract travel
agents to use its system without offering the same rebates, or similar cash
inducements. Given the overall costs of providing such inducements, any new
entrant would need 1o use the same basic economic model as the existing CRSs.
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. The productivity bookings have some characteristics similar to fidelity discounts.

The volume discounts are structured to drive the marginal purchase towards the
CRS, which limits effective competition from other sources, such as Internet-
based travel agents or direct sales. .

. Distribution costs are high duc to relatively high CRS profits and possible

inefficiencies in the CRSs. This reduces consumer welfare.

’
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7.  Critique of Political Solutions

The analysis of the CRS market has indicated that relying upon technological innovation
and the development of Internet-based alternatives is unlikely to limit the market power
wiclded by Sabre, Galileo, Amadeus and Worldspan with regpect to most, if not all, major
girlines. For the foreseeable fiture, a significant part of the market for air transport will be
economically accessible only through CRS systems. Even though the downstream market
exhibits some anti-competitive characteristics, it is already more competitive, than the
upstrearn market, and, unlike the upstream market, there are fewer fundamental problems
relating to the operation of effective competition in this market.

The problems with the current market dynamics, especially with respect to the upstream
market, flow primarily from two sources: the market power of the CRS operators with
respect to airlines; and the interaction between the upstream and downstream markets
through the CRS operators. Thus, in economic tenms, there are three types of remedy that
could be used to address the problems identified in the upstream market:

. introduce changes in the upstream market that reduce or remove the market power
of CRS systems with respect to airlines, by enabling effective competition to
operate between CRSs;

. introduce more effective regulation of CRS operators to directly counter their
market power;

e introduce regulation that harnesses the competitive dynamic in the downstream
market to counteract the market power in the upstream market.

In practice, the number of forms of remedy that could be pursued is limited. The three
forms analysed in this section focus on:

. changing the Code;
. monitoring the CRS cost base;
. altering the price arrangements to align incentives more closely.

Changing, or removing, the Code is designed to make it easier for airlines to negotiate
with the CRSs, and hence improve the balance of bargaining power between the two
parties. The current obligations on airlines (see gection 2) mean that parent carriers are
faced with an imposed ‘all-or-nothing’ choice, inherently weakening their negotiating
position with each CRS.¥ Relaxing the obligations on airlines to enable them to choose
different levels of functionality, participation that differs across regions, or even the
option to delist from a CRS if they do not like the terms they are being offered, may
improve the commercial relationship between each airline and CRS.

nWhilconly‘w‘mnﬁﬁwwhmwﬁc&mwdwwmdlm;
copiractual clauses effectively require ‘non-parent’ carriers to do the same (eg, Ammdeus Participating Carrier
Agreement, November 1999, Article 2 Cisuse 1).
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However, altering the Code 8o as to increase the freedom of carriers may not actually
succeed in significantly altering the balance of power between airfines and CRSs. As
discussed in section 4, the CRSs may have strong individual market power as a result of
their control of access to a significant proportion of the distribution chain. If so, changing
or removing the Code t0 give airlines more potential freedom will not actually deliver
:ig:ﬁﬁcamlyme&wdom.mdwiﬂnotmmﬂﬂnbahmeofpwm

AﬁmherpommdmndyummmgnlnoryumnyofdnCRSewbue The
mostexuuneﬁ:mwonldbeﬁdl regulation, with the regulator fssessing the

lcvdofeoﬂsthnshmldbebomebydzmlmu.metmawopnons
could include requiring CRSs to be more transparent about their costs. Regulation—in the
sense of intervention by the application of rules on behaviour—would be used directly to
redress the balance of power in the upstream market. -

practice. This would be that the balk (if not all) of the charges for booking fees are paid to
CRSs by travel agents, not airlines. The agencies then recoup these costs through the
commission structure from airlines. As with other travel agency costs, such as overhieads,
the fee for use of CRS systems would be covered by the commission arrangements.

Shifting the payment obligation to the travel agents ensures that they have a strong
incentive to bargain hard with CRSs to deliver value-for-money reservation services. As
airlines would offer a commission rate to agencies which would be set without a direct
link to the price that agencies would pay CRSs, there is no direct cost pass-through.
Hence, individual trave! agents would increase their profit by having a lower cost base
(ie, lower CRS prices) than their rival agencies. Competition for travel agency business

among the CRSs would be expressed by driving down the prices (and hence costs) of

providing CRS booking services.

At preseat, competition for travel agency business leads to an increase, rather than a
decrease, in the cost base of CRSs, as they increase their incentive payments to agencies.
In its 1999 annual report, Sabre primarily attributed its 9.4% increase in the cost of
revenues associated with electronic travel distribution to “‘subscriber incentive expenses,
data processing costs and salsries and bencfits’.

A remedy of this sort would still require regulation of the upstream market to ensure that
CRSs did not exploit their market power relative to sirlines. However, such regulation
would be economically simpie, a8 its objective is to shift the economic complexities that
can be solved by competitive markets into the more competitive, downstream, market. It
therefore relies on the downstream market itself having sufficiently robust competitive
characteristics to fulfil this role. -

In particular, if travel agencies cannot casily switch between CRSs, then changing the
pricing arrangements would not be successful in putting downward pressure on CRS
prices. Thus the contractual terms between CRSs and travel agencies may also need to be
changed to ensure that switching is facilitated. Other action may also be needed to
address any market power issucs that arise in the Jocal downstream markets. However,
the fundamentsl economic characteristics of the downstream market are significantly
betier than the upstream market—travel agents do have an effective choice of CRS,
airlines do not—&0 an effective competitive solution is more likely to be attainable.
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Despite the noed o retain some regulatory oversight of the CRSs, there may still be
benefits from removing a number of elements of the Code. An unwicldy and dated piece
of regulation could be replaced with lighter-touch, more sophisticated, regulation that
took account of current market practices and characteristics.

7.42 Opting out of CRSs
mﬁtnpomdchmgewouldbemauowmywnu(mludmgpumtumm)toopt

out of a CRS. If an sirline chose to remain subscribing to amy CRS, uwonldbesubjectto.

the requirements of the existing Code. Thus, if a carmier is unhappy with the terms
offered, or the level of service, it could ceasc to participate in that CRS.

Non-parent carriers in effect already have such freedom, as they are not bound by this
speﬂofﬂwCode(dﬁough,ulhudymwiCRSshweinchdedpmitypmvisiomin
non-parent carrier agreements). However, as described below, in practice it may not be
pom‘bkﬁotthemhnutoexmlnyﬁeedomdnym:ymmdﬂxymeﬁ‘ecuvely
compelled to remain members of all the CRSs.

For parent carriers, & potential opt-out would also increase their freedom. However, if
they chose to exercise it, there would be a significant danger that such behaviour would
be seen as being anti-competitive.

In practice, therefore, the removal of the requirement for parent carriers to participate in
CRSs would be likely to lead to the development of a more complex set of ‘rules’ or
regulations in order to determine when such a refusal was reasonable rather than anti-
competitive. Hence there is a significant likelihood that parent carriers would also
ultimately not benefit greatly from this change.

It is also arguable whether such a change would have any impact on the prices charged by
CRSs. Airlines, such as BA, are already able not to participate in a given CRS, since they
are no longer parent carriers—although this choice may actually be illusory, as explained
below. ’

The problem for any large sirline in Europe, whether or not it owns a CRS, is that each of
the major four CRSs controls thousands of travel agents around the world. By not
participating in a particular CRS, the airlinc potentially loses all the travel revenue that
would have emanated from the travel agency network served by that CRS. The cost of
losing sccess to these agents is likely to far outweigh the transactional costs (mainly the
booking fee) from participating in the respective CRS. If airlines are to overcome this
problem, they would need to be able to rely on travel agents switching CRSs (to one
within which they do participate), or poteatial customers switching travel agents (to one
which uses a CRS in which they participate) or to non-CRS distribution methods. In some
downstream (national) markets, this might be the case, but it is unlikely in those markets
where:

. the airline represents a small part of the travel agent’s airline business; or
. the CRS has a high share of the national (travel agent) market. .

However, many, if not most, of the main national markets will have one or both of these
characteristics for major intemational airlines. Therefore allowing opt-out may not
actually provide airlines with any greater choice over which CRSs they are able to
participate in.
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7.1.3 Choics of functionality

The second change would be to give all airlines the ability to participate in CRSs at
different levels of functionality, as & means of facilitating more competition between the
CRS:s for the business of the airlines. Currently, all four CRSs have a parity provision in
their contracts with participating carriers that requires non-parent carriers to participate in
as high 2 level in their CRS system as in any other system. Allowing airlines to choose
their functionality level between CRSs would in effect also mean prohibiting the parity
provisions included in the non-parent carriers’ contracts with the CRSs. p

Each CRS provides various levels of service to participating carriers, with the basic level
costing about half as much per segment booked as the highest functionality. If an airline
decided that the prices charged by ane CRS were too high, it could reduce functionality
and pay for just the basic product, reducing its CRS costs in the process. However, if a
CRS does not induce airlines to take full functionality in their system, they risk losing
travel agency clients because the quality of the end product provided to the trave! agents
is diminished. _ o

Without parity conditions, in order to induce the airlines to accept full functionality, CRS
companies will have to compete on quality and price to ensure that airlines are taking
similar levels of functionality in their system as with the CRS’s rivals. This argument is
predicated on strong market forces in the travel agency market, where CRSs have to
compete to retain subscribing travel agents. It is the risk of losing these customers that
creates the pressure on each CRS to aim to keep airlines participating at the highest level.

The functionality issue has already been addressed in the USA. In 1996 an amendment to
the CRS rules was passed which prohibited the CRSs from including parity provisions in
their contracts with participating airlines. In its report on the issue, the DoJ acknowledged
that ‘CRSs have substantial market power over the airlines, but generally not over the
travel agents.'® It was concluded that the parity provisions reduced the incentives for
CRSs to lower fees, to tailor their products, and to enhance the service provided.

The DoJ hoped that allowing participation at differing levels would allow the airlines to
take full functionality in the CRS that has strength in a given region, and lower
functionality in the competing CRSs. The Department of Transportation is currently
analysing this issue, but made clear in an interview with the team that no major changes
in the market have occurred as a result of prohibiting the parity provision. The dynamic of
this process is likely to be similar to that outlined above in respect of allowing airlines not
to participate at all in a CRS.

However, even if airlines did downgrade their functionality, the CRSs could aiter the
price balance between the levels of functionality. In other words, the gap between the
prices of basic and full functionality within a CRS would narrow, to limit the incentive

B Department of Justice (1996), *‘Computerized reservation systems contract provision, comments of the Department of
Justice', Notice of Proposed Rulemaking: Computer Reservations Syszem Regulations, Washington D.C., USA.
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for airlines to take Jower functionality. This issue relates to the second remedy, in that it is
difficult to the ‘reasonsbleness’, or cost-reflectivity, of the CRS's prices. A
possible solution for the airlines faced with such price increases would be to use
competition law, with an allegation of excessive pricing.

7.1.4 Regional differences
Theﬁmlopncnemduedummutthodewdlowuﬂmamnkednﬂ'mlevehof

fanctionality in different regions. As discussed earlier, the upstream market js currently a -

global market that is govemned by global agreements between airlines and CRSs. The
global nature of these agreements would need to be changed.

The objective of this remedy would be to allow airlines to take full finctionality in a CRS

" where the CRS has 3 strong market position, and to take lower functionality in areas

where it is weak. Low-functionality subscription by airlines affects the ability of a CRS to
oﬁ'a'mvellgmnacompeuuvepmdnctlfotthRSsmablcwoﬁ'chlurhne
functionality.

Therefore, for any CRS attempting to build market share in an area where it had a weak
position, reduced airline functionality subscription in that area would be undesirable.
Accordingly, CRSs could be expected to negotiate better deals with the airlines to ensure
that they retained the airlines® full functionality in these regions. An airline could use any
improved deals negotiated with onc CRS to extract better terms from others. In this way,

con_npetitionupminmaalwuldbestimulned.

The risk of this change is that it may operate contrary to its intended purpose by
reinforcing the position of the largest CRSs in any particular country, potentially
encouraging market sharing. If CRS terms continued to be negotiated on a standard global
basis (ic, similar prices for similar service levels in all local markets), CRSs would not
want to jeopardise their returns in their stongest markets by agreeing to worse terms in
other markets. Hence, they may accept lower airline functionality in the smaller markets
in order to minimise the profit impact. This would effectively signal to the incumbent that
they were not serious about entering or vigorously competing in those markets where they
are relatively weak. Whether this is a profit-maximising strategy depends on margins and
the relative size of the different markets.

If CRSs introduced prices differentiated by region, a more dynamic competition process
might result. In those markets where 8 CRS was relatively weak, it would have an
mumvetooﬁubwupncubmpuucxpmonntbehxgbmlmk,wutobeabk
to offer travel agents the best possible service (relative to the other CRSs). However,
unless the threat of exiting (or downgrading participation in) the dominant CRS(s) in that
region is real, the effect on airlines’ total costs of using CRSs is umlikely to fall
significantly, as they would only obtain good deals where they sold few tickets.

In addition, it is unlikely that the price reduction to airlines from not participating in
certain regions would be particularly large. Having established a network in & region, the
marginal costs for the CRS of operating its system are relatively low. The only reason that
the price for a particular region might be high is if the CRS has sunk considerable costs in
developing the network. In this case, selective withdrawal by airlines may raise cost-
recovery problems, potentially increasing the cost for all airlines remaining in the region.
In extremis, this could deter CRSs from expanding into new regions.
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7.2.5 Conclusion
AnymodxﬁcahmtotheCodedonotaddreuthekcymueofCRSmarkﬁpower
Airlines would still be reliant on the CRSs as their main distribution channel, so the
impact on the airlines of reducing functionality may be much greater than the effect on
the CRS. This is particularly the case if travel agents are reluctant to switch between
CRSs.

Inﬂm,ltembecanctndedthnmohngormndlfymgtheCodemaymﬂtmmom
ﬂmbthtymtheupsﬂeunmuketmdmyundﬂpmothamedm(ducﬁbedbelow)
However, alterations to the Code (or its full removal) alone are unlikely to be successful
in increasing competition in the upstream market, and reducing the significant market
power currently enjoyed by the CRSs.
7.2 Monitoring the cost base

Under Article 10.1 of the Code, CRSs are obligcd to charge cost-reflective prices. In
addition, the Commission has found that payments to travel agencies are legitimate
distribiition costs: -

mmﬂnclaemlmumﬁehvddmmmmudh
mofwdwmm&mummmmmwnumded
by the CRSs" assertion that incentives awarded to subscribers are distribution costs ™

However, this statement was made four years ago, when the levels of psyments to travel
agencies were lower. Currently, the actual costs and margins of the CRSs are poorly
understood and are very difficult to estimate from public-domain information. CRS prices
are more likely to reflect costs if there is adequate knowledge of what these costs are, and
some form of price-cost monitoring.

There are several forms of cost analysis that could be undertaken by the Commission,
which differ in the level of intrusion:

. .formal price regulation;
. transparent cost reporting;
L arbitrary price cap.

7.2.4 Price regulation

Thcstongestlcvclofmtervmonmdnectpnceregu]monlnﬂnsscmmo the regulator
sets the price for the CRS’s fee schedule, and may also dictate how that price should
change over time. Such a solution would involve the regulator undertaking a detailed
review of the operating costs, efficiency, asset base and profitability of the CRS

P European Commission (1997), *Report on the Application of Council Regulation NO.2299/89 on a Code of Conduct
for CRSs, Proposal for a Council Regulstion (EC) amending Council Regulation No2299/89 on s Code of Conduct for
CRSs’, Brussels, July, COM (97) 246.

53




-

IOIXEIRIA} v Final Report

oompmﬂu.hwouldnqlﬁnmwbealbwedmliﬂineubookingsmdotha
travel services, such as train snd car hire.

Having done thig, the regulator would need to determine the costs that are sppropriate for
an sirline to bear, particularly in relation to the costs of travel agent acquisition and
mmuﬂm&vuﬁcdynmmmofthcmketmdchmgmgmbases,thcnudy
would have to be repeated regularly.

Snchconsmdmuecommonplnemngm“dmdmmu.mcnh-lyfmtanngm
prices for telecommunicstions, gas and electricity networks. They are also used to set
retuil prices where there is no effective competition.

An example of this, outside of the standard regulated utilities, is the full price regulation
proposed by the UK Monopolies and Mergers Commission (MMC) in 1995 in relation to
Yellow Pages. In this instance, the market was for classified advertising services, with
Yellow Pages, a subsidiary of BT, controlling 84% of the market. The advertising rates
chnpedhadmauudngmﬁemﬂymwmmwbetwem 1.5 and 3% in real
terms, and high levels of returns on both sales and capital employed (40.8% and 134.3%
respectively in 1995) were thought to be further evidence that competition was lacking.

The MMC recommended that prices be regulated according to an RPI — 2 formula.
Analysis of the cost base and profitability of Yellow Pages was undertaken on the basis of
information provided by the company. The figures were then compared with all major
UK industrial and commercial companies, 15 UK printing and publishing companies,
nine advertising companies and nine software companies. The MMC also carried out a
more focused comparison with other suppliers of classified directories (eg, Thomson),
mpphmofnmﬂupodwhmdthefowclosestpnbhshmggmmﬁcinvuugmm
took 12 months.

The outcome of such a process should be a reduction in the CRS charges to airlines. This
benefit is predicated on the assumption that existing price levels are considered too high
and zre not cost-reflective. Further, it is assumed that airlines would not be expected to

continue to pick up the full costs of the travel agent incentive scheme. If these-

assumptions are incorrect, all solutions aimed at addressing cost-reflectivity will fail. The
key disadvantage with formal price regulation is that it requires significant resources, the
CRSs have an information advantage, and such investigations need to be repeated. All of
this is costly and highly intrusive.

A further implication is that, if the regulator does not allow CRSs to recover certain costs
from sirlines, these costs must be recovered elsewhere or removed. Thus booking fees to
other travel services may increase, and incentive payments to travel agencies are likely to
fall. Indeed, CRSs may nced to retumn to charging travel ageacies for the services
provided. .

However, higher levels of competition in the downstream market would mean that this
solution has the potential to result in more efficient outcomes. As CRSs compete for
travel agency business, they would try to charge travel agents the lowest possible positive
fee, to prevent switching to rival companies. There would also be incentives to make
efficiency gains to reduce costs, allowing a CRS to lower travel agents’ fees and gain
retail sales at the expense of rival companies.
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7.2.2 Transparency in cost reporting

Full price regulation is a significant regulatory intervention and one that many regulators
hesitate to initiate. An alternative solution is to rely on self-regulation. This could take the
form of requiring the CRSs to submit to regulators periodic (for example, every two
years), audited cost studies to justify prevailing prices. Another way of encouraging more
trangparency would be to require CRSs to present directly to the sirlines the underlying
changes in costs that result in price increases, such as increased investment.

Such solutions are far easier to administer than full price regulation, but are afso more
straightforward to undermine. The likelihood of CRS costs falling for airlines is therefore

far from guaranteed.

A solution similar to this was reached in the MMC investigation into the petrol industry
in 1990. The regulators found that it was difficult to analyse the cost base in this industry,
as petro] is a joint product and has to be produced with other petroleum products in the
same process. This makes it impossible to decide how much of the total cost of
production relates to petrol as opposed to other products. The MMC accepted the
incremental cost snalysis used by the refiners. This indicated the incremental cost of
producing an additional amount of petrol without altering the level of production of the
other products. The incremental cost was therefore made up of the extra crude oil required
and any variable costs (chemicals and electricity) involved. The MMC suggested that the
industry should be monitored on an ongoing basis according to a set of indicators,
including the difference between the prices of crude (which was taken to be a good proxy
of incremental production costs) and end-product prices.

Other examples can be found in the banking sector. Banks engaging in cross-border
payments use transfers called interchange fees to balance costs between the sender and
the receiver of funds, to limit double-charging and to facilitate fund transfers. Card-
payment schemes also use similar fees to balance costs between the bank that serves the
retailer and the bank that serves the cardholder. Competition concerns have arisen over
whether these fees are set at an appropriate level.

The recent regulatory solution in the case of Visa was to introduce objective benchmarks
against which to assess the fees and transparency.® To ensure transparency, Visa must
submit its cost studies to the Commission, and they must be audited by an independent
firm.

This follows a similar judgement with respect to Girobank schemes in the Netherlands.”
In that case, at the Commission’s request, the banks in question decided that the amount

% Notice pursuant to Article 19(3) of Council Regulstion 17. Case Comp/29.373—Visa International (2001/C 226/10),

I
rll999/687IEC: Correnission Decision of § September 1999 relating to a proceeding under Article 81 of the EC Treaty
(TV/34.010—Nederlandec Vereniging van Banken (1991 GSA agreement), IV/33.793—Nederiandse Postorderbond,
IV/34.234—Verenigde Nedertandse Uitgeversbedrijven and TV/34.888—Nederlandse Organisatie van Tijdschriften
Uitgevers/Nederlandse Christelijke Radio Vereniging) (notified under document number C(1999) 2056).
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ofﬂlema'bmkchngewumbemewedpmodwdlymthehgmofnupmbyan
independent expert as to the cost of using the most efficient processing method. This was
to be done immediately after the Commission’s decision, and every two years thereafter.
The purpose of the periodic review was stated to be t0 ensure that the interbank charge
continued to be related to the level of most efficient costs. The Commission is informed
of the independent expert’s findings and has also reserved the right to make the results of
the study available to business users of the processing system (albeit in the form of
aggregated ﬁguruwhchdonotpamtmdmdmlunduuhngstubeldmnﬁ'ed)

The risks with such a system are that the regulated firms have much better information
about their costs and can present (or limit) information to their advantage. Extam.lwdn
can help reduce this practice. An example of this problem is seen in the

agreed with BSkyB by the UK Office of Fair Trading (OFT) in 1996. In order to assess
whether BSkyB was pricing its programmes in an anti-competitive manner, the OFT

required the broadcaster to account for its wholesale and retail activities separately. This

accounting obligation was not successful, as it did not specify sufficient detail for the
ngulmwjndgewhalupncmgwundweomalwel. _

Wxthmnm-depd\knowledgeofthemdumy 1tmbed1ﬁa|ltforﬂwnguhtormto
ask the right questions of a firm. The morc penetrating the analysis, the closer this option
is to the first cost measure—formal price regulation. In the BSkyB case, the OFT has
been reviewing these undertakings since March 2000, and, at the time of writing, had not
made a decision. This is an indication of the resources required to address such problems
adequately.

7.2.3 Arbitrary price cap
Theﬁnnlopuonuwletmu'bmuypneefortheboohngfeechngedbyCRSsto
airlines, and expect the remaining costs to be recovered directly from travel agents. This
mode! implicitly assumes shared cost recovery, but does not require the regulator to
undertake any cost analysis. As long as the contribution made by the airlines falls short of
the total costs, then the CRSs must seck further funding from the agencies.

As discussed above, this improves the incentive structure in the industry and encourages
cfficiencies. The benefits of such an approach is that no cost study is required, and the
competitive pressures from the travel agencies can be expected to ensure that costs arc
kept low. Airlines have a formal constramt placed on increases of their contribution to the
CRS costs, and hence the airlines’ obligation is capped, unlike the existing system.

This option does have clear difficulties, bowever. It may be (politically) difficult for the
regulator to set the initial cap, given that both CRSs and travel agencies would be likely

to complain that the system was unfair. This may result in the regulator having to
undertake a general analysis of the cost base of the CRSs to quantify which costs are
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‘vendor-ailocable’, which are *subscriber-allocable’, and which are shared.” Once this is
required, this solution is again similar to full price regulation.

As CRS costs may alter over time, it will be necessary to revisit the level of the cap
periodically. For example, if they reduce their cost base, the prices they charge to airlines
could again exceed their costs. In addition, problems may arise over the recovery of
CRSs’ investment in new technology or in developing their systems to supply services
that airlines want, but travel agents do not. Under these circumstances, getting the travel
agents to pay for the investments is unlikely to be successful, and it is unlikely that such
services would be provided at all.

Therefore, the imposition of a price cap would not be a one-off exercise, but would
involve some degree of ongoing revision. The cap itself would have to be sufficiently
flexible to ensure that investment incentives are retained for the CRSs’ continued system
development. :

7.1  Introduction of market mechanisms

The least interventionist regulatory solution would be to facilitate 8 change in the
structure of the operation of the market such that market forces have a greater effect. The
objective would be to produce a market structure that was self-sustaining in the long run,
and that would not need continuous regulatory involvement.

OXERA considered a number of options for improving the incentives within the market
to produce this kind of solution. The example presented in detail below appears to be the
most suitable in economic terms, and the most Likely to fulfil the requirements detailed
above. However, the practical issues related to its introduction have not been considered,
and other alternatives may be available that address in whole or in part the same
problems.

7.3.1 Subscriber-based pricing

An extension of the suggestion in section 7.2.3 that has more radical consequences is a
shift towards subscriber-based pricing where the (arbitrary) price cap is effectively zero.
In this scenario, the CRS costs would be borne by the travel agents through fees, while no
charge would be applied between airlines and CRSs. Any products or services offered by
the CRS which are specifically for vendor use (such as the advertising of the CRS
system) would contime to be recovered through vendor charges. In essence, only those
services provided by CRSs, where airlines had a realiztic option of declining them, would
be chargeable to airlines. The cost of all other services provided by CRSs would be
recovered from travel agents.

32 This method was advocated in the SHAE sady of CRS charging principles.
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In this remedy, the reservation fees are simply seen as another element in the cost of the
inputs that a travel agent needs to deliver travel services. The travel agent procures these
services directly —es with communications services, computing facilities, etc—and
recovers the costs either directly from customers, or from the supplier of the service (eg,
airlines or botel operators), through 2 commission.

-The key advantage from such a shift is the improved incentives. Agcnmes;nsetheCRSs
more efficiently, stheybelrthemdcnceofCRScomThuhnthepotm:ltolowcr )

the number of speculative and fictitious bookings made.™

Subscriber-based pricing also encourages the travel agents to negotiate on price, as there
is no direct cost pass-through. Travel agents would recover CRS costs from the airlines
(or other travel-service suppliers) through the commission system. Airlines would pay
travel agents a flat-fee commission per booking, based on the average level of CRS
charges. This would provide an incentive for the travel agent to negotiate with the CRS.

If a travel agent negotiates successfully with its CRS provider, there is the opportumity to
ear higher returns than its competitors by beating the average CRS charge ‘yardstick® set
by the airlines. This yardstick will be the portion of the overall commission that is
intended to cover CRS costs. Similar yardstick incentive schemes are common in the
regulation of the water sector and pharmaceutical reference pricing schemes.

Another advantage of this proposal is that, when introduced, all stakeholders could be
mide no worse off. The benefits flow over time because the dynamic incentives are for
agencies to put pressure on the fees charged by the CRSs. As airlines observe these
declining fees, commissions can be reduced to share the benefits between airlines and

agencies.

The proposed change in market structure is illustrated below, using the purchase of a
£100 ticket at a travel agent as an example. The first scenario illustrates the existing
situation, where the annual increase in CRS fees is used to finance a more lucrative
incentive payment, and also results in higher CRS profits.

3 Speculstive bookings occur when a travel agent reserves seat inventory in anticipation of travel cliemts' demand.
memmwhwwamanwmnyMwwmw
travel clients.
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Scenario 1: Existing situation

Year 1

Aifines (85)

Travel Agent (12)
' 100

T

Passenger

Yoar 2
Airlines (84)
6 :

3 |
CRS (3.5) 90
2.5

v
Travel Agent (12.5)

100

!

Passenger

In the subscriber-based pricing alternative, the travel agent is remunerated for the cost of
CRS services by the airline in the form of increased commissions in year 1. In year 2
competition between the CRSs for travel agent business reduces the costs of CRS services
incurred by the ageats, and results in increased revenues for both travel agents and

airlines:

Scenarlo 2: Subscriber-based pricing

Yeoar 1

Airlines (85)

CRS (3) 85

3

Travel Agent (12)
100

Passenger

Year 2
Aidines (85.5)

CRS (2) 85.5

Travel Agent (12.5)
100

!

Passanger

59



IOMEIRIAI : Final Report

There are two assumptions in the subscriber-based pricing model above. First, it is
assumed that in year 1 all the CRS cost savings that are achicved by the airlines are
passed back to the travel agencies in the form of increased commissions, so no party is
made worse off initially. Comparing year 1 in the above two scenarios shows that the
travel agent’s commission increases from 10% to 15%, which maintains its net position at
12% (once it has paid CRS fees). If this were not to occur, travel agents may be forced to
muwccmmudmgesloubmoupﬁwcodmmdwnhbwmgwmeoftbe

CRS charges. .
The second assumption is that travel agents are sble to negotiste lower CRS fees due to

the threat that they will switch providers. The mxin feature of the model is that CRSs
would derive their revenues solely from the downstream market. If the subscriber (travel
agent) market is more price-sensitive, a switch to more refined CRS pricing may take
place. CRSeompmmlikdymﬁndnmmhhndertompoutheyudypme
increases that have been a recent feature of the market. -

‘hpddxuommlhnguavdagmupayforCRSmdelegnutheaulms momtonng

function to the agents. Currently, the airlines pay for the CRS services in large part, and
are keen to ensure that CRSs are used efficiently and offer value for money. This is very
dtﬁcuhwhmthemcllzmh.wbchgmemeCRSdemmd,bwhtueorno
responsibility for their actions.

Omemvdngenudhecﬂyinanthewusmdﬁngﬁomthdrdwicu,théywﬁlbecm »

more efficient in their CRS use. They are also likely to put pressure on the CRSs to
muodmcmomm:pmord:nwegnedmﬁithnluawth:mlwwmomm
their CRS costs.

Themccessofmchnschemeupredlwedontheabﬂnyofmvelagentsmmtch.m
discussed in sections 2 and 4, there is some evidence to suggest that the threat is credible.
In particular, CRSs pay large incentive payments to travel agents to keep their business,
which would be unnscessary if the travel agent were completely ‘locked in’. However,
there is also evidence of switching costs. First, migrating bookings from one system to
another is risky, with the possibility of potentially serious and costly emors. Second,
where a travel agent uses the network and application software of the CRS, it needs to
mwnﬁgmemsymuﬂmynhohwemmmuaﬁ'howtoopumethencwsynan
if it chooses to switch.

m:ﬁﬁtyofluavdagmtwswitchmydwbcminedifaneCRShnadominm :

position within the national market This has occurred in countries such as Germany snd
Spain, where Amadeus has over 80% of the market, and in the UK, where Galileo has
over 60% of the market. In these markets, the other CRSs may not be able to offer similar
levehofmvwemdﬁmcuonamy,mwdmgonlyaweakalmauvetothew
incumbent CRS.

The ease of entry into new national markets for the existing CRSs is unclear. As the main
CRS technology already exists, the cost of moving into 2 new country is potentially low.
However, the need to set up implementation, marketing and customer functions within
that country may deter new CRS entry. There may also be limited potential to penetrate
further into a new country if the majority of travel agents are locked into contracts with
other providers.
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A further problem may arise in the future. CRSs may vertically integrate into the travel
agency market, lessening the competitive pressures. For example, Cendant, the new
owner (subject to regulatory approval) of Galileo, has also acquired Cheap Tickets, a
travel agency. Vertical integration resulting in common ownership of CRS and travel
agents would remove the transparency of pricing in the market. The airlines would not be
able to rely on the charges reported by the integrated travel agents as an accurate measure
of actual CRS costs.™ Airtines could rely solely on information from independent travel
agencies, but if integration and consolidation were marked, this would be difficult. Such
structural changes in markets have undermined similar procurement arrangements in the

pharmaceutical industry.

Another problem with the subscriber-based pricing system is that travel agents may not
be willing to pay for the CRS services that airlines wish to have provided. Airlines could
still agree separate arrangements with the CRSs to pay for functionality and service
upgrades that they wish to make available to travel agencies. Once airlines retum to a
positive charging arrangement with the CRSs, however, there is an incentive for the CRSs
to inflate the costs of any airline-specific improvements, effectively cross-subsidising the
cost of the downstream business again.

However, as with the discussion in section 5.1, once there is competition for travel
agency business, the CRSs will want airlines to improve their functionality and may be
willing to negotiate reasonable deals to ensure that an airline does not improve its offering
in a rival CRS.

Subscriber-based pricing aliso has the potential to result in discrimination against smaller
travel agencies. Large travel agents are able to negotiate more favourable booking fees
with the CRS and better commissions with the airlines, because of their economies of
scale. Smaller agencies may discover that they are bearing a disproportionate element of

_ CRS costs, as the CRSs offer much better deals to the larger agencies. Without the ability

toofﬁudxﬁ'ermteommmmswdxﬁ'magmes,mrhnesmzymtmusc
commissions sufficiently to compensate the smaller agencies, leadmg to small travel
agents being worse off and potentially non-viable.

Such discrimination also occurs in the cumrent arrangements, with small agencies
receiving significantly lower incentives than the large business agents, such as Carlson
Wagonlit and American Express. Smaller firms will have a much weaker negotiating
position with regard to the CRSs. By changing the structure so that agencies are paying,
rather than receiving, fees, this discrimination is made significantly more transparent. The
practical implementation of the subscriber-based pricing mainly depends on the
cffectiveness of prohibiting CRSs from charging asirlincs booking fees. There is a risk that

“Beauethelgalwddnbuwbeiﬁepmdanﬁmmeas.hmwlmduhwuiwmmmmm
and 10 monitor the CRS charges. The vertically integrated firm would gain from passing grester charges from the agent
to the airline. This situstion only becomes a major problem when & significant proportion of the travel agents in any one
ares is owned by CRSs.
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CRSs will seck to undermine the subscriber-based pricing by increasing other charges,
such as charges for data on number of bookings per region and per travel agent, or by
innodminzch-pfotmicuthnmmtwvaedbymeCodeordwwbm’ba-bued
pﬂdngmlﬁm%m:ﬁﬁmmmomblydowiﬂwm&mavim(dtbuinw
or from a particular CRS), the ability of CRSs to leverage their market position against
airlines will be limited. However, if sirlines are in & weak bargaining position in respect
of these additional services as well, subscriber-based pricing will not improve their
poeiﬁm,mdmyinﬂeuethehwmﬁvumCRSsmupbitmymainingpnkapowu
that they have. -

any.mmmmmhmhmywmepotmﬁdmoﬁhzﬁﬁnu
agninnmvelagenciq.hthemunsymagamhavemdmm»woﬁmome
and are not solely dependent on sirlines. By introducing this subscriber-based pricing,
mdugmubwﬁshuiﬁnsﬁomﬂﬁrCRSprwiamaybevocifuominthdr

dislike of such a change, which increases the control airlines have over agencies’ income
¢
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8. Iimplementing Change—The Political Approach

The original brief from AEA set out two objectives: in the medium term to change the
relationship model between sirlines, agents and CRS vendors, and in the short term to
trigger action by the European Commission where CRSs are not complying with the Code
of Conduct

The two objectives are interlinked.. However, there is no casy way in the short term to
increase the airlines’ economic bargaining power in relation to the CRSs. In addition, the
problem that the Code is primarily designed to address remains (parent airlines using
daughter CRSs to distort competition in cither the airline market or the CRS market).
However, this is not the main problem facing AEA airlines with respect to CRSs (which
is about CRSs exploiting their market power with respect to airlines in general).

The analysis in sections 2, 4 and 5 demonstrates the uncompetitive elements of the
current market structure and dynamics, and the nced for change, providing a broad
competition policy backdrop against which the more immediate issues should be
considéred.

8.1 Political and regulatory blockages

The present market structure has become blocked. The CRSs have been able to shelter
behind the Code, refusing dialogue with the airlines, dismissing enquiries from the
Edropean Commission, and refusing to respect newly introduced provisions, such as
those relating to group purchase of data, while at the same time building their businesses.

8.2 Unresolved issues

8.2.1 The German double-fee situation

This is a telling example of the inequities of the present structure of the CRS market, The
Board of Airline Representatives in Germany (BARIG) has already been involved in
(apparently fruitless) discussions with the CRSs and 2 roundtable-meeetings initiated by
the Commission ended without an effective solution..

8.2.2 'Group’ definition for MIDT purchase

The CRS hostility to this provision was demonstrated by their taking the case to the
European Court, However, despite the Court of First Instance judgement in December
2000, the CRSs appesr to have refused to accept any group applications for data. This is &
clear breach of the Code where the Commizsion should have acted more vigorously. It is
still not clear when the Commission will propose modifications.

8.2.3 AEA's formal complaint on alleged collusion

On March 15th 2001 the AEA made a formal complaint to the Commission on the CRS
fee notification. There is little indication that this complaint has been followed up, except
with a holding reply on April 10th 2001.

This is potentially the most far-reaching and sensitive issue, but one which goes to the
heart of AEA’s grievances. The economic analysis herein provides the general basis for
opening a procedure.
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83 Formal review of the Code

The Commission has an obligation under the Code to investigate complaints and to \
‘initiate procedure to terminate infringement’. o
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9. Conclusion

This report has outlined in some detail the challenges facing the airline industry, in terms
of both the economic uncompetitiveness and the political iniquities of the curment
computer reservations regime.

Thmisamnsweforchmgingﬂxecmngimcwaddmmeinadequaciesofthe
current market structure ind creating a structure that restores competitiveness to all parts
of the system.. ' : ‘
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JETBLUE AIRWAYS CORP filed this S-1 on 02/12/2002.

Outline - Printer Friendly
« Prev Page Entire Filing Next Page »

The key to our low unit costs is the high productivity of our assets and our employees. Some of the factors that
contribute to our low unit costs are:

. We operate only one type of aircraft, the technologically-advanced Airbus A320, with a single class of
service. Operating a fleet of identical aircraft leads to increased cost savings as maintenance issues are
simplified, spare parts inventory requirements are reduced, scheduling is more efficient and training costs
arc lower. Flying a single type of aircraft also allows our employees to become highly knowledgeable
about the A320, thereby increasing their efficiency and productivity. A single class of service simplifies
our operations, enhances productivity, increases our capacity and offers an operating cost advantage, In
addition, the size of our order of A320s enabled us to reduce our aircraft acquisition costs through a
volume discount.

. We utilize our aircraft efficiently. For the year ended December 31, 2001, each of our aircraft operated an
average of 12.6 hours per day, which we believe was higher than any major U.S. airline. By comparison,
Southwest reports that its utilization rate was 11.1 hours per day in fiscal 2001, which is recognized as the
highest among the major U.S. airlines reporting this statistic. By using our aircraft more efficiently than
other airlines, we are able to spread our fixed costs over a greater number of flights and available seat
miles. We achieve high aircraft utilization in several ways. New aircraft can be safely scheduled to fly
more hours each day because they are more reliable and require less maintenance than older aircraft. In
addition, we operate a number of "red eye” flights, which enable a portion of our fleet to be productive
through the night. Our aircraft are scheduled with minimum ground time to avoid unnecessary time spent
at airport gates. Quick, efficient airport turns increase the number of daily flights per aircraft.

. Our workforce is highly productive. We take great care to hire and train employees who are enthusiastic
and committed to serving our customers and we incentivize them to be highly productive. We believe that
we have one of the most productive workforces in the industry. Qur high level of employee productivity is
created by greater fleet commonality, fewer unproductive labor work rules, a greater use of part-time
employees compared to other airlines and the effective use of advanced technology. For example, most of
our reservation sales agents are part-time employees who work from their homes, providing us better
scheduling flexibility and allowing employees to customize their desired schedules. Our compensation
packages are designed to align the interest of our employees with our stockholders. A significant number
of our employees, including FAA-licensed employees, participate in our stock option plan. All employees,
including part-time employees, are eligible to participate in our profit sharing plan and will be able to
participate in an employee stock purchase plan after this offering.

. We have low distribution costs. Our distribution costs are low for several reasons. Unlike the major U.S.
airlines, we do not usc any paper tickets. Ticketless travel saves paper costs, postage, employee time and
back-office processing expense. In addition, we believe passengers who book ticketless travel are more
likely to book directly with the airline rather than through a travel agent. Direct bookings by our
customers save travel agency commissions and computer reservations systems fees. For the year 2001,
92.6% of our sales were booked directly with us either through our reservation agents or on our website.
Internet sales on www.jetblue.com are our least expensive form of distribution and accounted for 44.1%
of our sales for 2001. We believe that our percentage of Internet sales is slightly above that of Southwest
Airlines and well above that reported by most other major U.S. airlines.

New All Airbus A320 Fleet. With over $175 million of equity capital, we have been able to acquire a fleet of new
aircraft. Many new entrants in the airline industry during the last 10 years began flying with a fleet of used aircraft. By
using our strong capital base to acquire a fleet of new aircraft, we have set JetBlue apart from most other low-fare airlines,
both new and established. We currently operate 22 Airbus A320 aircraft, ali of which were delivered to us new. Each
aircraft is equipped with 162 leather seats in a '
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AA's EveryFare Saves TQ3 Clients 7 Percent On Average
MARCH 12, 2003 -

TQ3 Travel Solutions today said is participation in American Airlines’ EveryFare program (BTN, Dec. 9)
between Nov. 14 and Dec. 13 saved an average of 7 percent "compared to corresponding GDS published
rates” for seven clients with varying volumes, policies and historical AA usage. Savings "ranged from as
high as 15 percent to as low as 5 percent,” the agency announced. The number of AA Web fares
purchased also varied, said TQ3, "from 219 for a $30 miflion client in an AA market with a policy
encouraging non-refundable tickets to two transactions for a $4 million client outside an AA market with no
poiicy requiring or encouraging the use of non-fefundable tickets.”

TQ3 said AA Web fares purchased included Y and Q class fares that were 5 percent off published Y and
Q fares as well as others in various markets that were an average of 15 percent lower than their published
counterparts. "Where applicable,” TQ3 said, “clients with an AA confract were atiowed 1o use their
corporate discount, as well as the iower Web fare for even greater savings.”
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NO. 67-194022-02

AMERICAN AIRLINES, INC., $§ IN THE DISTRICT COURT OF
§
Plaintiff, §
§
v, §
§
FARECHASE, INC,, 8 TARRANT COUNTY, TEXAS
§
Defendant, §
§
SABRE INC., §
§
Intervenor. § 67" JUDICIAL DISTRICT
NOR!' L
TO THE HONORABLE COURT:

Sabre Inc. (“Sabre”), Intervenor in this action, as Counter-Plaintiff, complains of Plaintiff
American Airlines, Inc. (*American’), as Counter-Defendant, and for cause of action alleges the
following by way of Counterclaim:

I. Incorporation of Allegations

Sabre adopts and incorporates by reference the allegations as set forth in its Plea in
Intervention in this case.

II. Summary of Claims

Sabre’s claims against American are simple. Sabre operates a computer reservation system
(sometimes also referred to as a global distribution system or “GDS"”) that travel agents and others

use to book air travel (among other things). American Airlines, like many other airlines, participates

I E ! INAL C T Page 1



in this system. This participation allows American to distribute its services and sell its tickets to and
through travel agents and others who subscribe to or use Sabre’s computer reservation system (these
people are commonly known in the industry as “subscribers”).

The agreement between American and Sabre (referred to customarily in the industry as a
“Participating Carrier Agreement” or “PCA”) requires American to make all of its air fares available
in Sabre’s computer reservation system. American has refused and continues to refuse to make a
class of fares known as “web fares” generally available to all of Sabre’s subscribers. American’s
refusal to provide these fares for sale to any of Sabre's subscribers through the Sabre computer
reservation system constitutes a breach of the PCA.

Sabre is seeking damages for past breaches and is asking the Court to require American to
specifically perform its obligations in the future.

m. Facts

On about September 22, 1998, American entered into a written contract with the Sabre
Group, Inc., entitled “Sabre Participating Carrier Distribution and Services Agreement.” Thereafter,
on about July 30, 1999, the Sabre Group, Inc., changed its name to Sabre Inc.

The PCA obligates Sabre to distribute American’s services through the Sabre computer
reservation system. Pursuant to the terms of that agreement, American (referred to in the PCA as
the *Participating Carrier”) agreed that it had the following responsibilities, among others set forth
in the following enumerated provisions of the PCA:

2.1  Participating Carrier, at its own costs, shall coordinate its reservations services with
SABRE to provide as advantageous and uniform reservations services to all SABRE
Subscribers as it provides through any other GDS. In addition, any improvements,
enhancements, or additional functions to Participating Carrier’s reservations services
offered to end users of any GDS will be offered by Participating Carrier to SABRE
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Subscribers on the same terms and conditions as are agreed to with such GDS. Such
services shall include, but are not limited to, ticketing capability, passenger
information, interim schedule change data, fare data, fare quotations, and procedural
information. Seat availability on each flight will be on a segment or first closing basis,
and shall be in accordance with the provisions of Article III of this Agreement.

24  Participating Camier will provide SABRE Group, as rapidly as possible, with all
revisions to its information conceming services provided to passengers, including
interim schedule change data, fare data and fare quotations, and such other material
that may be included in SABRE. Participating Carrier will not close its flights to
SABRE Subscribers on a less favorable basis than it uses to close flights to users of
any GDS. Participating Carrier will transmit revisions immediately by AVS messages.
Participating Carrier shall not withhold from SABRE Subscribers in any country any
fare inventory class made available by Participating Carrier to users of any other GDS
in that country.

2.16 SABRE Group shall use reasonable efforts to obtain the fares and fare rules which
apply to Participating Carrier’s flights from industry fare suppliers. If SABRE Group
is unable to obtain such information after reasonable effort, Participating Carrier shall
promptly supply, upon SABRE Group’s request, the information to SABRE Group
by loading in SABRE. Participating Carrier agrees to give SABRE thirty (30) days
advance written notice of any changes in their fare vendor. The information shall be
provided on magnetic tape or other medium mutually agreed upon by the parties.
Any changes or revisions to such fares or fare rules shall thereafter be regularly
submitted on a timely basis to SABRE Group by Participating Carrier by way of the
same medium. Notwithstanding the foregoing, Participating Carrier shall submit such
fare information on at least as timely and regular basis as is used for any other GDS.
For fares and rules not submitted to SABRE through an industry fare supplier,
Participating Carrier agrees that it will not issue a debit memo to a SABRE Subscriber
for any SABRE auto-priced ticket wherein the debit memo is a result of a fare change
about which Participating Carrier failed to notify SABRE Group at least ten (10) days
prior to the effective date of that fare change.

American currently offers, and for some time in the past has offered, certain fa;eé on its
website, AA.com, which are commonly referred to as “‘web fares.” These web fares are generally the
lowest priced fares offered by American to thcvtraveling public. As is evidenced by American’s
position in this lawsuit, American attempts to restrict access to those web fares except to visitors to

the AA.com website, and others with whom American has entered into other commercial agreements
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with to obtain such web fares, such as Travelocity and Orbitz. Sabre is unable to obtain those web
fares for the ﬁsc of its subscribers from industry fare suppliers.

Although Sabre has requested that American provide its web fares to Sabre in a manner that
Sabre can make those web fares available to its subscribers, American has refused to dé so, and
continues to refuse to do so. In failing and refusing to provide Sabre with the web fares, for use by
Sabre andits subscribers, American is failing to perform its responsibilities and obligations putsuﬁnt
to the terms of the PCA, including Sections 2.1, 2.4, and 2.16.

IV. Breach of Contract

Sabre has fully performed its obligations under the PCA. American has breached the terms

of the PCA by wrongfully refusing to provide Sabre its web fares for use by Sabre and its subscribers.
V. Damages

As a result of American’s breach of the PCA as set forth in the preceding paragraphs, Sabre

has sustained financial harm and has lost some of the benefits to whiéh it is entitled under the terms

of the PCA.

V1. Specific Performance
Sabre has not repudiated the PCA and does not intend to do so. Sabre intends to continue
to perform its obligations under the PCA. Therefore, Sabre seeks a decree from the Court requiring
American to specifically perform its obligations under the PCA to provide Sabre access to American’s
web fares for use by Sabre’s subscribers in the future.
VII. Conditions Precedent

All conditions precedent have been performed or occurred.
)
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WHEREFORE, Sabre, as Counter-Plaintiff, requests judgment of the Court against American

as Counter-Defendant as follows:

L.

2.

VEN

Damages in an amount within the jurisdictional limits of this Court.

A decree requiring American to specifically perform its obligations and responsibilities
pursuant to the provisions of the PCA to provide Sabre access to American web fares
for use by Sabre’s subscribers.

Attomneys’ fees.
Costs of suit.
Other and further relief to which the Counter-Plaintiff may be justly entitled.

Rcspectfu submitted,

)Y/ mwl

R.H. Wallace, It

State Bar No. 20778700
Paul F. Gianni

State Bar No. 00784124
Monika T. Cooper

State Bar No. 90001773
SHANNON, GRACEY, RATLIFF & MILLER, L.L.P.
777 Main Street, Suite 3800
Fort Worth, Texas 76102
(817) 336-9333 — Telephone
(817) 336-3735 — Facsimile

David E. Keltner

State Bar No. 11249500

JOSE, HENRY, BRANTLEY & KELTNER, L.L.P.
675 N. Henderson Street

Fort Worth, Texas 76107

(817) 877-3303 — Telephone

(817) 338-9109 — Facsimile

ATTORNEYS FOR COUNTER-PLAINTIFF,
SABRE INC.
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IN THE UNITED STATES DISTRICT COURT SEP 1 7 200
FOR THE NORTHERN DISTRICT OF TEXAS

DALLAS DIVISION P /X
U i . T
\

SABRE INC _ TN
Plaintiff, 3-02 (, V O 1 6 Q

V. CIVIL ACTION NO.

o/ — US.DISTICCTCOURT
. ® ' Qon*r{r“\ DISTFICT OF TEXAS

AIR CANADA INC,,

Defendant.

PLAINTIFF'S ORIGINAL COMPLAINT

Plaintiff Sabre Inc. ("Sabre") hereby files this Complaint against Air Canada, Inc. and in

support thereof states as follows:

THE PARTIES

1. Plaintiff Sabre is a corporation organized and existing under the laws of the State of
Delaware, with its principal place of business at 3150 Sabre Drive, Southlake. Tarrant Counn.
Texas 76092.

2. | Defendant Air Canada, Inc. ("Air Canada") is a corporation organized and existing
under the laws of Canada with its principal place of business and home office at Air Canada Cenure,
7373 Cote-Vertu Blvd. West, Saint Laurent (Montreal) H4Y 1H4, Quebec, Canada. Air Canada is
not registered to do business in the State of Texas, although it does business in the State of Texas,
including, but not limited to, operating air carrier services from Dallas/Fort Worth International
Airport. Pursuant to the contract at issue in this dispute, Air Canada has agreed and consented to

Jjurisdiction in the State of Texas in any dispute arising out of the contract.
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JURISDICTION AND VENUE
3. Plaintiff is a citizen of the State of Texas and Defendgnt 1s a citizen of Canada. The

amount in controversy exceeds $75,000, exclusive of interest and costs. Accordingly, this Court
has jurisdiction over this matter pursuant to 28 U.S.C. § 1332. |

4. This Complaint may be served upon Air Canada by and through service upon the
Texas Secretary of State, as authorized by Fed. R. Civ. P. 4(h) and TEX. Civ. PRAC. & REM. CODE
§ 17.044(b). The Texas Secretary of State can serve Air Canada via International Registereld Mail
at Air Canada's home office, Air Canada Centre, 7373 Cote-Vertu Blvd. West, Saint Laurent
(Montreal), Quebec H4Y 1H4.

5. Venue is proper in this District pursuant to 28 U.S.C. § 1391.

FACTUAL BACKGROUND

6. Sabre, among other things, owns and operates a state-of-the-art global distribution
system ("GDS") used for air transportation, hotel, car rental and other travel-related services. Sanra
markets the Sabre GDS to tens of thousands of subscribers worldwide. These entities — typicaily.
travel agencies — use the Sabre GDS to, among other things, review travel availabilitv for, mzke
reservations on, and issue tickets for travel on participating foreign and domestic air carriars, which
contract to participate in the Sabre GDS and to pay Sabre a fee for each booking made through the
Sabre GDS.

7. Prior to July 2, 1996, the SABRE Travel Information Network ("STIN"’), then a
division of American Airlines, Inc. ("American"), together with other affiliated companies, owned
and operated the Sabre GDS.

8. On July 2, 1996, STIN and other affiliated entities were consolidated into Sabre.
Additionally, on July 2, 1996, American assigned and transferred its interests, rights, and

obligations in contracts with participating carriers, such as Air Canada, to Sabre.
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9. On or about July 31, 1990, Sabre and Air Canada entered into a Participating Carrier
Distribution and Services Agreement, as amended from time to time thereafter ("the Participaring
Carrier Agreement”). Pursuant to various provisions in the Participating Carrier Agreement, Air
Canada is required to provide schedule, fare and other data to travel agents and others who
subscribe to Sabre so that reservations on Air Canada can be made through the Sabre GDS. Arr
Canada, in tum, is required to pay Sabre a fee for each reservation or "Booking" made through
Sabre on its behalf.

10. Air Canada has failed to allow Sabre subscribers to book reservations for some of 13
flights, in breach of the Participating Carrier Agreement.

11. At all relevant times, Sabre has faithfully and fully performed its obligations unczr
the Participating Carrier Agreement. All conditions precedent to the filing of the claims in Z:s

lawsuit and Sabre's entitlement to and recovery of damages from Air Canada has been performec =v

Sabre.
COUNT ONE
(Breach Of Contract, Debt)
12. Plaintiff realleges and incorporates by reference paragraphs 1 through 10.
13. At all relevant times, the Participating Carrier Agreement was a validly executed and

enforceable agreement between Sabre and Air Canada.

14. Air Canada has not performed its obligations under and has matenally breached =2
Participating Carrier Agreement.

15.  As a consequence of Air Canada's breach of the Participating Carrier Agreement
Sabre has suffered substantial direct and consequential damages and is entitled to recover its
damages, together with all applicable interest, in an amount to be determined at trial.

16.  As a consequence of Air Canada's breach of the Participating Carrier Agreement.

Sabre has retained the law firm of Gibson, Dunn & Crutcher LLP to represent it in this action and
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has agreed to pay said firm's reasonable attorney's fees. Sabre is entitled to recover its reasonable
attorney’s from Air Canada pursuant to, infer alia, Texas Civil Practice and Remedies Code §
38.001 et seq.
JURY DEMAND
Plaintiff demands a trial by jury.
PRAYER

WHEREFORE, Sabre asks that Air Canada be cited to appear and answer, and that Sabre
have judgment against Air Canada for:
N Damages within the jurisdictional limits of this Court;
2) Reasonable attorneys' fees;
3) Pre-judgment interest as provided by law;
4) Post-judgment interest as provided by law;
(5) Costs of suit; and
(6) All other and further relief, at law or in equity, to which Plaintiff ma- be jusilv

entitied.

DATE: September 17, 2002

Respectfully submitted,

Ry A/\ ?/i/_\

Jc‘z{n Crews
ar No. 00785529

Jon G. Shepherd

State Bar No. 00788402

GIBSON, DUNN & CRUTCHER LLP
2100 McKinney Avenue, Suite 1100
Dallas, Texas 75201

Telephone: (214) 698-3100

Facsimile: (214) 698-3400

+ o—

ATTORNEYS FOR PLAINTIFF SABRE INC.
50160876_1.DOC
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IN THE UNITED STATES DISTRICT COURT
FOR THE NORTHERN DISTRICT OF TEXAS

DALLAS DIVISION
SABRE INC.,
Plaintiff,
V. CIVIL ACTION NO.
AIR CANADA INC,,
Defendant.

CERTIFICATE OF INTERESTED PERSONS

Plaintiff Sabre Inc. (“Sabre™), pursuant to Local Rule 81.1(a)(D) and Local Rule 3.1(f)
hereby files this Certificate of Interested Persons.
The following persons or entities may have a financial interest in the outcome of this

case:
Sabre Inc.

Sabre Holdings Corp., a publicly traded company and parent of Sabre Inc.

Air Canada, Inc.
September 17, 2002. -
Respectfully submitted,
J¢hn R. Crews—"

tate Bar No. 00785529
Jon G. Shepherd
State Bar No. 00788402
GIBSON, DUNN & CRUTCHER LLP
2100 McKinney Avenue, Suite 1100
Dallas, Texas 75201
Telephone: (214) 698-3100
Facsimile: (214) 698-3400

ATTORNEYS FOR PLAINTIFF SABRE INC.
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